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CHAPTER 1: INTRODUCTION 
1.1 Background 
This research examines the effect of the implementation of IFRS-based PSAK in Indonesia on the 
quality of financial reporting. In this regards, the perspective of the quality of financial reporting 
refers the qualitative characteristics as stated in the IASB (2010), that is, comparability, 
transparency, and value relevance. The study focuses on the investigation of the setting stage for 
convergence in Indonesia, companies' compliance with IFRS-based PSAK disclosure, and the 
usefulness of financial and nonfinancial information. 
The adoption of the PSAK (Indonesian GAAP) that is converged with IFRS in Indonesia 
is an example of accounting standardization in the developing country with different institutional 
frameworks and enforcement rules. This issue allows investigating matters relating to the IFRS 
adoption process and the implementation of IFRS-based PSAK by Indonesian non-financial 
companies listed on the Indonesian Stock Exchange (IDX) or Bursa Efek Indonesia (BEI). By using 
hypothesis deduction approach, this study develops a hypothesis and empirically examines them to 
explain a relationship between the implementation of IFRS-based PSAK and accounting quality in 
Indonesia. 
Several studies have investigated the effect of adoption IAS/IFRS on the quality of 
financial information in single qualitative characteristics such as comparability (De Franco, Kothari, 
and Verdi, 2011), transparency (Barth, Konchitchki, and Landsman 2013), and value-relevance 
(Koonce, Nelson, and Shakespeare 2011). Other works of literature analyze a pair of two primary 
qualitative characteristics, which jointly test relevance and reliability (Kadous, Koonce, and Thayer 
2012, Barth, Beaver and Landsman 2001). Another pair of qualitative characteristics is timeliness 
and conservatism (Dechow, Ge, and Schrand 2010). Kinds of literature that investigate more than 
two qualitative characteristics also exist (Nobes and Stadler 2014, Dichev, et al. 2013). 
A few types of research have addressed the convergence of Indonesian GAAP with IFRS 
in Indonesia. Sulistyanto (2008) studies about accounting quality produced by the companies listed 
on the Indonesia Stock Exchange. The findings suggest that the accounting quality in Indonesia is 
still low. Mayangsari (2010) that investigates whether the information on IFRS adjustments is value 
relevant concluded that mandatory adoption of IFRS increases the perceived quality of financial 
statements and IFRS reconciliations seem to be of the greatest importance for the valuation. Kraal 
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(2012) that uses a qualitative study examined the impact of the convergence of local accounting 
standards with IFRS for companies in the ASEAN countries, including Indonesia. The result of this 
study reveals that authorities in Indonesia do not take into account cultural, religious and societal 
variations around the globe. Moreover, Indonesia faced the sensitive issue of whether IFRS and 
Shari'a Law principles can be reconciled. Furthermore, Lasmin (2011) conducted empirical research 
that measures and compares the levels and progress of formal and material harmonization in 
Indonesia. This study found that the extents of formal and material harmonization are great, although 
some divergences still occur. 
Prior studies in Indonesia concerning qualitative characteristics shows that investigate 
more than two variables of accounting quality are limited. The present study examines qualitative 
aspects of Indonesian nonfinancial listed companies' accounting information after implementing 
IFRS-based PSAK to fill the gap. 
1.2 The Objective of the Study 
The main aim of the present study is to evaluate comprehensively the impact of IFRS-based PSAK 
implementation on the quality of accounting information by non-financial companies listed on the 
Indonesian Stock Exchange (IDX). In doing so, this study focuses on three characteristics of 
accounting quality and set three specific objectives as follows: 
1. To evaluate issues relating to comparability by exploring convergence program of national 
accounting standards (Indonesian GAAP) with international accounting standards (IFRS).  
2. To evaluate issues relating to transparency by examining companies’ compliance level with 
IFRS disclosures. 
3. To evaluate issues relating to value relevance of IFRS-based PSAK accounting information by 
examining other information represented by compliance level. 
1.3 Motivation of the Study 
There are three primary motivations for conducting this research. The first is the implementation of 
IFRS-based PSAK for listed companies in Indonesian Capital Market for their financial reporting 
yearly-ended December 2012. The second motivation is the lack of existing research on IFRS 
implementation issues in Indonesia. The third is to support IAI's program, which is investigating the 
impact of implementing IFRS-based PSAK. 
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1.3.1 The Implementation of the IFRS-based PSAK 
Soderstrom and Sun (2007) in their research about accounting quality stated that accounting 
standards choice is one of the determinants of accounting quality. Since standard setter continues to 
improve the quality of accounting standards i.e. IFRS, it is expected that the financial statement 
under this standard become increasingly reliable and relevant value. 
After the implementation of IFRS by all publicly listed companies in the European Union 
as of January 1, 2005, several studies have been conducted to examine the relationship between 
IFRS and accounting quality in those countries (Gebhardt and Novotny-Farkas 2011, Pope and 
McLeay 2011, Chen, Cheng and Lo 2010). Following that notion, the present study is intended to 
analyze the quality of financial reporting in Indonesia after companies listed on the Indonesian Stock 
Exchange implement IFRS-based PSAK for their financial reporting yearly ended December 31, 
2012. 
As of 2012, there were 459 issuers in the Indonesian capital market (IDX 2012). It consists 
of nine sectors (see Table 1 for detail). The decision to implement IFRS-based PSAK for companies' 
financial accounts yearly-ended December 31, 2012, is the primary motivation why the study is 
conducted. Considering that IFRS would improve the quality of financial statements among listed 
companies, thus, comparability of financial information would be enhanced, resulting in the 
attraction of foreign investors. 
Table 1 Listed Companies in the Indonesian Capital Market as 2012 
No. Industry Sector Number  
1 Agriculture  16 
2 Mining 37 
3 Basic Industry and Chemicals 58 
4 Miscellaneous Industry 41 
5 Consumer Goods Industry 36 
6 Property, Real Estate and Building Construction  53 
7 Infrastructure, Utilities and Transportation 42 
8 Finance 76 
9 Trade, Service and Investment  100 
 Total 459 
  Source: BEI (2012) 
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1.3.2 Research Gap 
A switch to international accounting standards has stipulated academics and practices to examine 
whether the implementation of the standards influences financial reporting information. Numerous 
studies have attempted to explain the issues as stated by Pope and McLeay (2011) ranging into three 
research themes namely studies of compliance and enforcement, comparative analysis of IFRS-
related accounting quality changes, and economic consequences of IFRS adoption. 
The results of the above studies were a mix; it could be beneficial or detrimental. Several 
studies documented a positive outcome. Asbhaugh and Pincus (2001) that investigated the 
relationship between accounting standards variation and financial analyst forecast by developing 
indexes of differences show the change to IAS has reduced analyst forecast errors. Similarly, C. 
Leuz (2003), Leuz and Verrecchia (2000) comparing firms that use U.S. generally accepted 
accounting principles (GAAP) to those that use international accounting standards (IAS) show that 
there is a reduction of information asymmetry between insiders and outside minority shareholders. 
Other studies by  Armstrong, et al. (2008), Daske, et al. (2007), Kim and Shi (2007) suggest that 
implementation of IAS leads to the lower cost of equity capital. It also makes it relatively easy to 
cross-list in the well-developed international capital markets (e.g. NYSE, NASDAQ or LSE) 
(Cuipers and Buinjik 2005) and allows for a more efficient allocation of savings worldwide (Street, 
Gray and Bryant 1999). 
In contrast, the study of Jeanjean and Stolowy (2008) that analyzed the effect of the 
mandatory introduction of IFRS standards on earnings quality by using a sample from three IFRS 
first-time adopter countries, found that pervasiveness of earnings management did not decline after 
the introduction of IFRS, and in fact increased in France. Similarly, using a sample from 14 
European Union member states from the year 1990 to 2005, Beuselinck, Joos and van der Meulen 
(2008) examined the comparability of accounting earnings by using accruals-cash flows association 
as a proxy for earning comparability. It found that accruals measurement was significantly affected 
by business cycle stages and firm-specific reporting incentives. In general, the findings show that 
earnings comparability across Europe did not improve after mandatory IFRS adoption. 
Much work relating to the consequences of IFRS adoption has been done to date but all 
studies focused on developed nations. Saudagaran and Meek (1997) argued that additional research 
that addresses developing countries is needed. Even when research has focused on developing 
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countries, it has focused on aggregates, making it difficult to discern the reporting practices in 
particular countries. This study focuses on single country, Indonesia, and uses data from Indonesian 
Stock Exchange. 
A few types of research have addressed the convergence of Indonesian GAAP with IFRS 
in Indonesia. For example, Mayangsari (2010) that investigates whether the information on IFRS 
adjustments is value relevant concluded that mandatory adoption of IFRS increases the perceived 
quality of financial statements and IFRS reconciliations seem to be of the greatest importance for 
the valuation. Kraal (2012) that uses a qualitative study examined the impact of the convergence of 
local accounting standards with IFRS for companies on the ASEAN countries, including Indonesia. 
The result of this study reveals that authorities in Indonesia do not take into account cultural, 
religious and societal variations around the globe. Moreover, Indonesia faced the sensitive issue of 
whether IFRS and Shari'a Law principles can be reconciled. Furthermore, Lasmin (2011) conducted 
empirical research that measures and compares the levels and progress of formal and material 
harmonization in Indonesia. This study found that the extents of formal and material harmonization 
are great, although some divergences still occur. 
Following the concern expressed above as well as the lack of IFRS adoption research in 
Indonesian context, this study attempts to evaluate comprehensively the effects of the first time 
implementation of all Indonesian GAAP (PSAK), which have been converged with IFRS version 
2009 since January 1, 2012. This study proposes to extend previous studies in Indonesia by updating 
and employing large data of listed companies. 
1.3.3 Support the IAI’s Program 
Academic research is a valuable tool for standards setters and policymakers as it can provide 
evidence helpful to informing the debate and the decision-making process on financial reporting 
issues. The purpose of this review is, therefore, to present a comprehensive overview of accounting 
studies investigating the effect of mandatory IAS/IFRS adoption on accounting quality, to assist 
accounting researchers and all the participants in the financial reporting process. In doing so, this 
research focuses on three studies namely comparability, transparency, and value-relevance studies, 
which investigate the setting stage for convergence in Indonesia, the extent of companies' 
compliance with IFRS-based PSAK, and the usefulness of accounting information after 
implementing IFRS-based PSAK, respectively (Palea 2013). 
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The Indonesian Institute of Accountants (Ikatan Akuntan Indonesia, IAI) in 2008 
announced that Indonesian Generally Accepted Accounting Principles (hereafter Ina GAAP) would 
be gradually converged with IFRS with the aim to eliminate the differences between them; and the 
newest Indonesian GAAP (the 2012 PSAK) has significantly converged with IFRS. According to 
the roadmap of convergence program in Indonesia, the year of 2012 is the period of implementing 
the standards by all listed companies in Indonesia (see Table 2). Following this implementation, it 
is expected that the quality of companies' financial reporting improves. 
Table 2 Indonesia IFRS Convergence Roadmap 
Adoption stage 
(2008-2010) 
Final convergence stage 
(2011) 
Implementation stage 
(2012) 
- Adopting all IFRS to 
PSAK 
- Preparation for necessary 
infrastructure 
- Evaluation and managing 
the adoption impact to 
SAK 
- Partial application of the 
standard 
- Finishing the standard 
preparation or necessary 
infrastructure 
- The application of the 
standard 
- Evaluation of IFRS 
adoption impact to the 
business environment 
- Define strategy for full 
adoption 
Source: IAI (Sinaga 2011) 
According to the plan, the IAI has decided that the year 2012 was the time for both listed 
and unlisted companies to implement local accounting standards that have been converged with 
IFRS. Corresponding to the change of accounting standards in Indonesia, the Indonesia Capital 
Market and Financial Institutions Supervisory Board (Badan Pengawas Pasar Modal dan Laporan 
Keuangan, Bapepam-LK) issue regulation No. KEP-346/BL/2011 requiring publicly listed 
companies to establish financial statements based on the new development of accounting standards 
in Indonesia. The rule also states that the fiscal periods ending in or after June 2011 is the effective 
time to implement the policy. 
The plan has called furthermore for evaluation of IFRS adoption impact to the business 
environment. In this regards, empirical research is immediately required to evaluate whether or not 
the provided information after implementing IFRS is useful for users of financial reporting. As 
Nobes and Parker (2012) stated, there is varying in IFRS practice among nations, though, the 
financial statements are claimed to comply with international standards (IFRS). Understanding of 
the motivation of different IFRS practice in an individual country can be useful to assess whether or 
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not the change has impacts on the quality of financial reporting and market outcomes. Concisely, 
the research will provide a better understanding to users that concern in assessing the costs and 
benefits, and the successes and failures of IFRS implementation (Pope and McLeay 2011). In 
addition, they have signaled that topic discussed along these lines consists of three themes, namely 
studies of compliance and enforcement, comparative analysis of IFRS-related accounting quality 
changes, and economic consequences of IFRS adoption. Following these research opportunities, the 
paper is regarded to explore Indonesian experience in implementing IFRS and examine whether the 
quality of financial reporting improves. 
1.4 Research Problem 
Based on the issue of implementing IFRS-based PSAK in Indonesia and research gap presented in 
the previous sections (1.3.1 – 1.3.3), the present study proposes a research problem as follows:  
What are the consequences of implementing IFRS-based PSAK on accounting quality in 
Indonesia? 
1.5 Research Questions 
To deal with the above research problem, the study is set into three specific research questions as 
follows: 
RQ1. How does the IAI eliminate national differences in accounting standards?  
RQ2. To what extent are non-financial companies listed on the Indonesian Stock Exchange (IDX) 
discloses information in their financial reporting after implementing IFRS-based PSAK?  
RQ3. Is accounting information and companies’ compliance with IFRS-based PSAK disclosures 
value relevant to firm value? 
1.6 Theoretical Framework and Hypotheses  
This study develops a basic of the theoretical framework based on intensive literature review. See 
the proposed model of a framework in Figure 1. The model shows the relationship between domestic 
environments and accounting quality. Moreover, the model will be empirically examined by using 
data collected from companies' financial reporting that is listed on the Indonesian Stock Exchange 
(IDX).  
The research framework is developed based on the assumption that implementing IFRS 
will improve the quality of accounting information. According to IASB (2008), the primary 
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qualitative characteristics of information in financial statements are relevance and faithful 
representation. Information in financial statements is relevant when it is capable of making a 
difference to a financial statement user's decisions. Relevant information has confirmatory or 
predictive value. Faithful representation means that the information reflects the real-world economic 
phenomena that it purports to represent. Relevance and faithful representation make financial 
statements useful to the reader. There are also some enhancing qualitative characteristics, which are 
complementary to the basic features: comparability, variability, timeliness, and understandability. 
Enhancing qualitative characteristics distinguish more useful information from less useful 
information. They enhance the decision-usefulness of financial reporting information that is relevant 
and faithfully represented. 
In this study, the quality of accounting information is referred to the definition of IASB's 
work regarding the qualitative characteristics, particularly, comparability, transparency, and 
relevance. Specifically, by making a change in the level of companies' compliance with IFRS-based 
PSAK disclosures, thus, it would be helpful for a number of user groups in supplying economic 
information, so that enable them to do decision-making process about the allocation of scarce 
resources. 
 
 
 
 
 
 
 
 
 
 
Figure 1 Research Frameworks 
9 
 
 
The above research frameworks clearly stated about conceptual issues with regard to the 
quality of accounting information that the present study to discuss, that is, comparability, 
transparency, and value-relevance. Then, premises to deal with the issues are proposed in this thesis 
as follows (see Table 3 for detail information)  
Table 3 IFRS-based PSAK Implementation and Accounting Quality 
Conceptual Issues Premise  
Comparability  Convergence national accounting standards with IFRS will eliminate 
differences in financial reporting.  
Transparency  Compliance with IFRS-based PSAK requirements calls for entities to 
disclose more disclosures. 
Value relevance Considering that accounting information based on IFRS-based PSAK 
and companies’ compliance with the disclosure is increased, 
informational environment in the IDX is value relevant to investors. 
Within the above framework and conceptual issues provided, three studies and seven 
hypotheses are developed to capture the relationship between adoption of IFRS and accounting 
quality in Indonesia. The first study deals with comparability issues after convergence program in 
Indonesia. This descriptive study aims to investigate the setting stage of IFRS adoption in Indonesia. 
The study focuses on three issues, namely, motivation for convergence, how to make national 
standards comparable to IFRS, and the remaining differences between PSAK and IFRS after they 
Transparency 
(chapter 4) 
Value Relevance 
(chapter 5) 
Comparability 
(chapter 3) 
The Ecological Accounting in Indonesia 
Quality of 
Accountin
g 
Informatio
Social 
Environment 
Organizational 
Environment 
Professional 
Environment 
Individual 
Environment 
Accounting 
Environment 
Note: Research framework is developed to the present study 
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are converged. To address the issues, the 2012 PSAK, the 2009 IFRS and archival documents that 
are relevant with the issues were examined by using content analysis. 
The second study discusses issues relating to transparency. This exploratory study aims to 
(a) measure the degree of listed-non-financial companies’ compliance with IFRS-based PSAK 
disclosure, and (b) identify the explanatory factors for non-compliance. To address the issue, a self-
constructed disclosure index that is containing the applicable and relevant IAS/IFRS for Indonesian 
financial reporting environment and study period be constructed to measure the extent of companies’ 
compliance with IFRS in 2012. Six hypotheses dealing with the degree of companies’ compliance 
with IFRS disclosures, which are suitable to answer research questions (RQ2) of the present study, 
were developed (see Table 4). Then, by using regression analysis, the study examines factors that 
cause for non-compliance. 
Table 4 Research Issues of Second Study 
Research Issues Hypothesis  
Companies’ 
compliance level 
with IFRS-based 
PSAK 
H1: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a firm’s size. 
H2: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a firm’s leverage. 
H3: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a firm’s liquidity. 
H4: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a firm’s profitability. 
H5: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a certain type of industry. 
H6: The level of compliance with IFRS-based PSAK requirements is 
significantly associated with a size of firm’s external auditor. 
Value relevance 
of accounting 
information 
H7: Accounting information and companies’ compliance with IFRS-
based PSAK mandatory disclosures are value relevant to firm value. 
The third study discusses issues relating to value relevance of accounting information. This 
exploratory research aims to investigate whether accounting information and companies’ 
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compliance with IFRS-based PSAK value relevant to firm value. To address the issue, an empirical 
evaluation is conducted to test the association among accounting information and companies’ 
compliance with IFRS-based PSAK and firm value by employing Ohlson (1995) models that are 
extended. A hypothesis dealing with those relationships, which is suitable to answer research 
questions (RQ3) of the present study, was developed (see Table 4).  
1.7 Research Methodology 
This research consists of three studies designed to address research questions. 
1. Study to explore issues relating to convergence process in Indonesia. 
The first study deals with comparability issues after convergence program in Indonesia. This 
study aims to investigate the setting stage of IFRS adoption in Indonesia. It is a descriptive 
study focuses on three issues, namely, motivation for convergence, how to make national 
standards comparable to IFRS, and the remaining differences between PSAK and IFRS after 
they are converged. To address the issues, the 2012 PSAK, the 2009 IFRS and archival 
documents that are relevant to the issues were examined by using content analysis. 
2. Study to evaluate the impact of IFRS implementation on the compliance level with IFRS 
disclosure of non-financial companies listed on the IDX. 
This study discusses issues relating to transparency. It is an exploratory study aims to (a) 
measure the degree of listed-non-financial companies' compliance with IFRS-based PSAK 
disclosure, and (b) identify the explanatory factors for non-compliance. To address the issue, 
a self-constructed disclosure index that is containing the applicable and relevant IAS/IFRS for 
Indonesian financial reporting environment and study period be constructed to measure the 
extent of companies' compliance with IFRS in 2012. Six hypotheses are dealing with the degree 
of companies' compliance with IFRS disclosures, which are suitable to answer research 
questions (RQ2) of the present study, were developed. Then, by using regression analysis, the 
study examines factors that cause for non-compliance. 
3. Study to examine the value relevance of IFRS-based accounting information of non-financial 
companies listed on the IDX. 
This study discusses issues relating to value relevance. It is an exploratory research aims to 
investigate whether accounting information and companies' compliance with IFRS-based 
PSAK value relevant to firm value. To address the issue, an empirical evaluation is conducted 
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to test the association between accounting information and companies' compliance with IFRS-
based PSAK and firm value by employing Ohlson (1995) models that are extended. A 
hypothesis is dealing with those relationships, which is suitable to answer research questions 
(RQ3) of the present study, was developed. 
1.8 Contributions of the Study  
The findings from this study contribute to the ongoing debate on whether the adoption of IFRS 
enhances the quality of financial reporting by providing evidence from Indonesian setting. For 
Indonesia, to the best of my knowledge, this study is the first study to examine the effect of 
implementing IFRS since it was fully required to be implemented on January 1, 2012. Hence, it 
could be useful to contribute to accounting harmonization literature in Indonesia. Next, the move to 
IFRS is one of the most important policy issues in financial accounting. As the study provides insight 
into such issues, particularly on the result of implementing IFRS, it would also be essential to 
Indonesian regulators and policy makers in guiding the decision-making process. For instance, this 
study will provide a contemporary portrait of the effects of IFRS implementation on the 2012 
financial statements, disclosures, and other accounting information.  
The findings may also be relevant to international regulators and institutions involved in 
the process since the results provide an example of how firms required to applying IFRS have 
approached the process in the particular country. The finding might suggest the IASB's objective, 
particularly its third objective ‘to promote convergence between national accounting standards and 
IFRS' has been accomplished in developing countries. It can also use the results of this study to 
better comprehend the extent of harmonization of IFRS among developing economies so that the 
IASB can devise more suitable strategies and apt accounting standards (Lasmin, 2011). In sum, this 
research contributes to the global discussion on the quality of IFRS-based accounting standards. 
1.9 Structure of the Thesis 
The remaining of this dissertation is divided into five chapters. Chapter 2 explains institutional 
factors that influenced the development of accounting system in Indonesia causing differences in 
accounting rules and practices from other countries. It provides a brief discussion regarding 
environmental factors such as social, organizational, professional, individual, and accounting 
environments shaping the development of accounting practices in Indonesia. By using Gernon and 
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Wallace's perspective, this section explains the issue. A review of these factors provides a basis for 
the construction of a model or theoretical framework of the relationship between IFRS 
implementation and its impact on the quality of financial reporting information. It also serves as a 
basis for the development of hypotheses in this study. 
Chapter 3 discusses the quality of financial reporting regarding comparability issues after 
implementing IFRS-based PSAK by answering RQ1: How does the IAI eliminate national 
differences in accounting standards? The specific objective is to investigate the setting stage of IFRS 
adoption in Indonesia. By using content analysis, it analyzes the 2012 PSAK and the 2009 IFRS to 
explore the differences between the two standards. In doing so, we first talk about the setting stage 
for convergence in Indonesia, which in particular discusses the reasons why Indonesia chooses to 
adopt international accounting standards and methods to make Indonesian accounting standards 
comparable with international accounting standards before talking about the remaining differences 
that may exist after adopting IFRS. After that, the remaining differences between the two standards 
were analyzed. 
Chapter 4 discusses the quality of financial reporting concerning transparency issues after 
implementing IFRS-based PSAK by answering RQ2: To what extent are non-financial companies 
listed on the Indonesian Stock Exchange (IDX) discloses information in their financial reporting 
after implementing IFRS-based PSAK? The specific objectives are 1) to assess the degree of 
compliance with the disclosure requirements of the IFRS-based PSAK financial accounting 
standards among listed companies of the Indonesian Stock Exchange for the year ending 2012, and 
2) to assess whether a number of independent variables (liquidity, size, ROE, leverage, audit firm 
size, and manufacturing sector) are associated with the levels of financial disclosures. By employing 
two disclosure indexes scoring system, the PC and Cooke method, it discusses the analysis of 
Indonesia listed companies' compliance with IFRS disclosure requirements and identifies the 
explanatory factors for non-compliance. To do so, firms' characteristics representing internal and 
external factors are used as variables to explain the variability of the company in complying with 
disclosure requirements. 
Chapter 5 discusses the quality of financial reporting regarding value relevance issues after 
implementing IFRS-based PSAK by answering RQ3: Are accounting information and companies' 
compliance with IFRS disclosures value relevant to firm value? The specific objective is to 
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investigate whether accounting information and companies' compliance with IFRS-based PSAK 
value pertinent to firm value. By incorporating dummy variable i.e. a compliance level to represent 
as another information to the Ohlson (1995) models, the price and returns, the models is designed 
to capture the relationship between compliance level and firm value as well as to explain firm 
characteristics that significantly influence to stock price and returns.  
Chapter 6 summarizes empirical findings of the study and outlines limitations and future 
research  
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CHAPTER 2: THE ACCOUNTING ENVIRONMENT IN INDONESIA 
Figure 2 Organization of Chapter 2 
 
2.1 Introduction 
In this chapter, we investigate environmental factors in Indonesia that are likely to influence 
accounting quality. This provides an understanding of why IFRS implementation in Indonesia might 
differ from other countries. 
The development of accounting practices in Indonesia experiences several changes from 
its beginning to these days. It is assumed that environment within Indonesian context has directly or 
indirectly influenced on the development of accounting practices in this country. The section 
particularly comments on social, organizational, professional, individual, and accounting 
environments that are likely to continue into consolidated reporting where scope for this exist within 
IFRS rules, and which will provide opportunities for “the survival of accounting differences” (C. 
Nobes 2006) within Indonesian context. 
Accounting is a product of the environment in which it operates (G. G. Mueller 1965). This 
notion has led the way to a wave of research studies aimed at identifying the various environmental 
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factors, including those related to cultural orientation of the preparers and users of accounting reports 
that are likely to influence accounting in a particular country (Nobes and Parker 2006, Radebaugh, 
Gray and Black 2006, L. H. Radebaugh 1975). Among them, Radebaugh’s (1975) study was one of 
the first to provide a detailed description of that the environmental factors influencing the 
development of accounting objectives, standards, and practices in a developing country. Other works 
of influential factors are provided in a theoretical grounding for this reason (Doupnik and Salter 
1995, C. W. Nobes 1988, Schweikart 1985). 
Gray’s (1988) work has much referred in explaining relationship between societal values 
and accounting values. He initiated the building of a theoretical model of the relationship between 
Hofstede’s cultural values and accounting values. Through the model, he explained that there were 
the possible reciprocal relationships among the constructs. In this regard, he proposed that since 
accounting values represent a subset of societal values, accounting values would reflect a microcosm 
of the broader societal values. In turn, these values are translated into the practice of financial reports 
and accounting standards (Sudarwan 1995). On this perspective, accounting is likely to be 
influenced by a much broader range factors than what is often assumed in the literature (Perera and 
Baydoun 2007). 
Further, Gernon and Wallace (1995) expanded on the Gray’s (1988) framework and 
provided taxonomy of accounting ecology that was designed to reflect the association between 
accounting and its environment in a holistic manner. According to them, the concept of accounting 
ecology encompasses five separate but interacting slices of the environment, i.e., social, 
organizational, professional, individual, and accounting. This perspective differs from that Gray’s 
(1985, 1988) framework in term of its taxonomy. While Gray’s taxonomies rely on a causal theory 
that sees accounting as strictly dependent on the environment, Gernon and Wallace’s (1995) 
taxonomies incorporates both causes and effects of accounting. Moreover, the additional taxonomy, 
individual and accounting slices, recognizes the notion of the environment not only as a source of 
ideas and concepts but also as an animate repository of causes and effects. In addition, under the 
organizational, professional, and accounting slices, Gernon and Wallace (1995) include the narrow 
regulatory focus of recent international research, which consists of all mandated constraints such as 
regulations, accreditation, legal development, professional code of conduct and so on (Perera and 
Baydoun 2007). 
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In the beginning, general features about Republic of Indonesia were discussed. Then, a 
perspective of accounting ecology framework developed by Gernon and Wallace (1995) was 
discussed to provide fundamental theory for analyzing problems. After that, a holistic analysis of 
the accounting ecology consisting of social, organizational, professional, individual, and accounting 
milieu that are likely to have an effect on accounting values in Indonesia was explored. Identifying 
these factors might explain the difference of implementing IFRSs in this country. The rest of this 
chapter concluded the discussion above.  
2.2 The Republic of Indonesia 
Astronomically, Indonesia is situated between 6° 08’ North latitude and 11° 15’ South latitude, and 
between 94° 45’ and 141° 05’ East longitude and straddles the equator line located at 0° latitude 
line. Indonesia is the world’s largest archipelago consisting of 17,504 islands (of which an estimated 
957 are inhabited) with an area of ocean 3,544,743.9 km2 and land 1,910,931.32 km2. With more 
than 243.74 million (BPS 2012) people of population and approximately 86 percent (KMPG 2012) 
of them are Muslims, making Indonesia as the world’s fourth largest population as well as the 
world’s largest Islamic country, respectively. 
Indonesia has 355,856 kilometers of roads, consisting of 36,4318 kilometers of national 
roads, 50,004 kilometers of provincial roads, 268,772 kilometers of municipal and city roads, and 
772 kilometers of toll roads. As at September 30, 2009, Indonesia has 6,810 kilometers of railways 
of which 4,622 kilometers were in operation. The land transportation system included 431 bus 
stations that were serviced by 19,862 inter-provincial and 10,477 tourist buses. In terms of sea 
transportation, as at September 30, 2009, Indonesia had 2,125 ports, 105 of which served as 
international ports that facilitated the export-import cargo traffic. There were 212 inland waterway 
transport routes with a total navigable length of 35,342 kilometers, serviced by 196 vessels 
consisting of 175 roll-on, roll off (“ro-ro”) transport vessels, 10 landing craft tanks and 11 fast 
passenger vessels. As at September 30, 2009 Indonesia operated 187 airports, of which 272 were 
international airports (Mundi 2012). 
Under controlling of colonial Dutch for almost 350 years has influenced on the socio-
economic and political development in Indonesia. A large power distance, a considerable 
dependence of subordinates on superiors (Hofstede 1980), is a colonial heritage that continues to 
involve in various behavioral aspects in society including in legal system. Indonesian legal system 
18 
 
is based on the Roman-Dutch system, characterizing the regulation with a large extent of a law 
branch and only seeks to formulate a general rule for the future than provide answer to a specific 
case. Otherwise, the rule tends to be separated from the law and deals with a precise case in the 
common law countries (Nobes and Parker 2012). 
Indonesia is a country with enormous cultural diversity and complexity. With highly 
diverse of ethnics and more than 300 distinct local languages, this social inclusiveness can be easily 
to be found within Indonesian boundaries. Religions as well as more traditional animist beliefs 
systems play an important role within Indonesian society and in the daily lives of the people as well. 
However, with the Indonesian national motto Bhinneka Tunggal Ika (Unity in Diversity) referring 
to the variety in the country's internal composition as well as the differences in its multicultural 
society though, they are of the same kind, there is a true sense of unity (Indonesianness) among the 
people of Indonesia.  
Nowadays, after experiencing with two crises, Indonesia’s economy has shown strong 
foundations with GDP (2012) at current market prices, reaching IDR 8,241,864.3 billion, or grows 
up around 6.2 percent compared to those on the previous year (BPS 2012). This condition continues 
to stable making Indonesia’s economic growth ranked third behind China and India among 
developing countries in Southeast Asia (Basri and Hill 2011). Furthermore, the Indonesian Stock 
Exchange has grown steadily with 464 listed companies as a member of the capital market (IDX 
2012). The average Indonesian rupiah exchange rate for the U.S. dollar in the month of September 
2011 is Rp. 8,900 to Rp.9,000. 
2.3 Gernon and Wallace’s Accounting Ecology 
Gray’s works (1985, 1988) with regard to environmental factors that influences the development of 
accounting systems in certain countries has provided theoretical grounding for understanding 
accounting system from an ecological perspective. He argues that: 
a. accounting is influenced by societal values, which in turn are affected by ecological influences 
through geographic, historical, technological, and urbanization factors; 
b. these in turn are influenced by external factors, such as forces of nature, trade, investment, and 
conquest; and 
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c. both ecological factors and societal values influence a society’s institutional arrangements for 
legal and political systems, corporate ownership, capital markets, professional associations, 
education, and religion, which affect accounting values and accounting practices. 
Gernon and Wallace (1995) expand the Gray’s work perspective then. They provide 
taxonomy of accounting ecology that is designed to reflect the association between accounting and 
its environment in a holistic manner. They explain the concept of accounting ecology as follows: 
A national accounting ecology is a multidimensional system in which no one factor 
occupies a predominant position and in which the perception held by actors on some 
unfolding accounting phenomena, as well as the accounting phenomena themselves, are the 
objects of study and analysis. Such a synthesis would emphasize the interrelationships of 
the environmental factors, which influence and are influenced by accounting and would 
focus on the importance of perceptional as well as non-cultural factors such as population 
and land area (Gernon and Wallace, 1995). 
According to Gernon and Wallace, the concept of accounting ecology encompasses five 
separate but interacting slices of the environment, i.e., social, organizational, professional, 
individual, and accounting. The social environment refers to the structural (economic system, 
political system, and legal system), cultural and non-cultural (geographic and demographic features) 
elements within a society. The organizational environment refers to organizational size, technology, 
complexity and culture, and human and capital resources. The professional environment refers to 
such aspects of the profession as education, training, registration, discipline, and ethics. The 
individual environment refers to the total setting in which reporting enterprises, professionals, and 
other non-professional members of society lobby standard setters and use accounting numbers to 
their respective advantage. The accounting environment refers to the disclosure and measurement 
requirements and practices, types and frequency of accounting reports, and accounting infrastructure 
(See Figure 3).  
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Furthermore, Gernon and Wallace (1995) explain the differences between their taxonomy 
and the previous ones as follows: 
a. Previous taxonomies rely on a casual theory that sees accounting as strictly dependent on the 
environment, whereas Gernon and Wallace’s taxonomy incorporates both causes and effects of 
accounting. 
b. The addition of the individual and accounting slices of the environment, in this taxonomy, 
recognizes the notion of the environment as a source of ideas and concepts and not only as an 
inanimate repository of causes and effects. 
c. The narrow regulatory focus of recent international accounting research studies is subsumed 
under the organizational, professional, and accounting slices of this taxonomy which is broader 
than just government information, thereby encompassing all mandated constraints such as 
regulations, accreditation, legal development, professional code of conduct and so on (Gernon 
and Wallace, 1995). 
2.4 The Framework of Accounting Ecology in Indonesia 
2.4.1  Social Environment 
The social environment refers to the structural (economic system, political system, and legal 
system), cultural and non-cultural (geographic and demographic features) elements within a society 
that affect the demand for financial accounting services. 
Table 5 Rankings of Cultural Values of Power Distance and Individualism 
Country  Power Distance Individualism 
Indonesia  43-44 6-7 
United States 16 50 
United Kingdom 10-12 48 
Australia  13 49 
New Zealand 4 45 
Canada  15 46-47 
Source: Perera and Baydoun (2007) 
Indonesia is a country with a large power distance and small individualism (Hofstede 
1983). Large power distance implies that there is a considerable dependence of subordinates on 
superiors. In this regard, the relationship between both parties is more autocratic or paternalistic. 
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Consequently, subordinates are unlikely to approach and contradict their superiors. Meanwhile, 
small individualism indicates that Indonesian societies have strong and cohesive integration in 
groups (Sudarwan 1995). These values in turn have an effect on societal behavior particularly that 
deals with economic, political, and legal systems. 
(a) The economic systems 
Indonesia is one of the emerging market economies in the world. Having the largest economy in 
Southeast Asia, the country is a member of G-20 major economies, which also classified as a newly 
industrialized country. Indonesian economy pursues a capitalist approach with the government 
playing a dominant role. In fact, the country still depends on the domestic market, and government 
budget spending and its ownership of stated-owned enterprises (the central government owns 141 
enterprises). The government administrates prices of a range of basic goods that plays a significant 
role in the country market economy such as fuel, rice, and electricity. However, since the 1990s, 
private Indonesians and foreign companies have controlled 80 percent of the economy. In 2012, 
Indonesian Gross Domestic Product (GDP) was 6.2 for which services sector contributes the highest 
value added, 7.7 percent followed by industry and agriculture sectors, 5.4 % and 4.0 % respectively 
(BPS 2012).  
Indonesian economy has experienced several reforms since independence, particularly 
during the New Order regime. A major program of economic reforms aimed at deregulating the 
economy consisting of capital investment (domestic and foreign), taxation systems, and financial 
services was taken. In the world investment, capital market was re-established, and foreign investors 
were allowed to have 100 percent of ownership in certain areas. This development continues to the 
current government, introducing significant reforms in the financial sector, including tax and 
customs reforms, the use of Treasury bills, and capital market development and supervision. 
Nevertheless, in this market-based economy, the government still plays a significant role by 
administering prices on several basic goods, including fuel, rice, and electricity. 
The significant changes in Indonesian economic system throughout those periods are a 
critical influence on accounting development in Indonesia. The nature of the accounting system in 
Indonesia has also reflected the country's economic system (e.g. central planning versus private 
enterprises). In addition, as a country with large Muslim population (KMPG 2012, Perera and 
Baydoun 2007) in the world, the influence of this religion on Indonesian economic activities was 
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significant. Even, many businesses with Islamic basis nowadays are more and more increasing in 
this country. In the banking sector, the growth of Sharia banking asset reaches 38 percent, exceeding 
the national banking growth of around 18 percent (Tempo 2013). This community has required a 
particular rule to run its business based on Sharia (Islamic law), which sometimes differs from a 
general rule. For example, Islam advocates good behavior in conducting business and discourages 
Moslems to advertise the fact that they have behaved that way, at the same time. This matter is likely 
to cause challenges in enforcing the disclosure requirements of IFRS. 
(b) The political systems 
The political system in Indonesia is based on executive, legislative, and judicative powers (Trias 
Politica), which are the power of supremacy held by the People's Consultative Assembly, the 
President, and the Supreme Court, respectively. The governmental system of Indonesia follows a 
presidential system with parliamentary characteristics. The President and Vice-president are elected 
by direct popular vote. The president is the Chief Executive, the Head of State, and Commander-in-
Chief of the Armed Forces, as well as appoints Cabinet Ministers, who are responsible for him/her. 
Legislative power consists of three chambers, the Dewan Perwakilan Rakyat (DPR), the Dewan 
Perwakilan Daerah (DPD), and the Majelis Permusyawaratan Rakyat (MPR). While the DPR 
comprises representatives of the political parties, which is tasked with enacting laws together with 
the president, the DPD comprises representatives of the country's provinces; and the MPR comprises 
members of both the DPR and the DPD. Moreover, Indonesia's current judicial system has been 
built under a separation-of-power concept. The Indonesian court system comprises the Common 
Court, the Corruption Court, the Industrial Relation Court, the Administration Court and the 
Commercial Court. 
According to Perera and Baydoun (2007), Indonesia's political system is the reflection of 
pre-colonial Javanese kingdom culture, which fits the patrimonial state in Max Weber's Model1. In 
such a view, the involvement of the ruler's personal household and staff have in the central 
government is unyielding. Moreover, bureaucrats have their positions and the associated privileges, 
                                                          
1 With reference: Schreike 1955. 
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even their dismissal based on the ruler's personal desire. The New Order regime reflected this 
picture2. 
However, after student-led riots in early 1998 that have forced the leader of the New Order 
administration to stand down, there was a major political reform. It significantly changes the 
governmental structure from centralized- to decentralized-system. The military did not dominate the 
government, and there have been some attempts to decentralize the local government and fiscal 
policy by the enactment of Law No. 22/1999 and No. 25/1999, respectively. The reform has also 
included imposing a limit of two five-year terms for both the President and Vice President, and the 
country had its first-ever direct presidential election in September 2004. In spite of this, according 
to Perera and Baydoun (2007), Indonesia politically continues to be a large power distance society. 
This value confirms that Indonesians tend to accept that power in institutions and organizations is 
distributed unequally. 
(c) The legal systems 
Indonesia is the Roman-Dutch law country with a complex legal system. Diga and Yunus (1997) 
make clear some of the unique features of the Indonesian legal system as follows: 
The legal system is based upon Roman-Dutch law. The Criminal Law is codified, applying 
equally to all, but application of the Civil Law depends upon membership in one of three 
groups: Muslim, European and Alien Orientals (a classification, which owes something to 
the Dutch colonial influence). The judicial system gives wide powers to the Shari’ah courts 
over Muslims in civil matters, although Muslims have the right to elect to be dealt with by 
the secular courts (283). 
Moreover, Lev (1972) explains the concepts of justice within the Indonesian context as 
follows: 
Justice is not understood as the weighing of distinct interests in like cases, as the European 
goddess of justice does; she stands for a formal, ethical view of justice, the evolution of 
which depended upon a well-developed concept of private interests. In 1960, at a time of 
ideological concern for the expression of specifically Indonesian traditions, the goddess 
was replaced as Indonesia’s symbol of justice by a banyan tree inscribed with the Javanese 
word pengajoman – shelter, succor – which connotes paternalistic protection (299) 
The passage shows how Indonesian legal system is complex in term of the main sources which 
are a confluence of three distinct systems, Syari’ah or Islam laws (a form of adat), adat (the 
traditional customary laws of many ethnic and religious groups in Indonesia), and the Dutch colonial 
law and European jurisprudence. Until now, these three strands of the laws still co-exist in 
                                                          
2 With reference: Time. 
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Indonesian modern law, including commercial law (Tabalujan 2002). Moreover, the culture of 
Javanese has also underlain the justice concept, which is different from the Anglo-Saxon concept. 
The official hierarchy of Indonesian legislation (from top to bottom) is regulated in 
Ketetapan MPR No. III Tahun 2000 tentang Sumber Hukum dan Tata Urutan Peraturan Perundang-
Undangan (MPR Decree of 2000 on The Source of Law and Hierarchy of Laws). The basic hierarchy 
includes UUD 1945 (the Constitution), Ketetapan Majelis Permusyawaratan Rakyat (the Decree of 
the People’s Representative Assembly), Undang-Undang (the Laws), Peraturan Pemerintah 
Pengganti Undang-Undang or PERPU (the Law in Lieu of a Law or an Interim Law), Peraturan 
Pemerintah (the Government Regulation), Keputusan Presiden (Presidential Decree), and 
Peraturan Daerah (Regional Regulation). However, there are also other legislative instruments 
currently use in practice such as Presidential Instructions (Instruksi Presiden), Ministerial Decrees 
(Keputusan Menteri) and Circular Letters (Surat Edaran). 
Once legislative products are promulgated, the State Gazette of the Republic of Indonesia 
(Lembaran Negara Republik Indonesia) is issued from the State Secretariat. Sometimes Elucidation 
(Penjelasan) accompanied some legislations in a Supplement of the Gazette. The Government of 
Indonesia also produces State Reports (Berita Negara) to publish government and public notices. 
Legislation in Indonesian modern law, the judiciary is based on the Supreme Court and 
separate courts for public administration and military, religious and civil matters. A comprehensive 
system of civil laws has replaced most of the statutes established by the Dutch. In addition, there is 
an extensive range of decrees and regulations developed and applied by government departments. 
With regard to accounting regulations, as a country with code law system, Indonesian law 
affecting commercial activities is in contrast to some other countries that have the same law system. 
Indeed, the laws are formulated through the Presidential decrees and regulations issued by 
government agencies. The main regulations affecting present financial accounting practices includes 
the companies and investment laws, income tax laws, and securities market regulation. The 
following table presents the key of governing laws and regulations for private sector: 
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Table 6 Key Governing Laws and Regulations for Private Sector in Indonesia 
Title Description 
Commercial 
Code 1847 
The Code: 
- requires adequate accounting records be maintained so that an entity’s 
financial position may be determined  
- does not specify what books or records must be kept. 
Law on 
Limited 
Liability (No. 
1) 1995 (PT 
Law) 
The law requires: 
- the financial reporting requirements for companies and the manner in which 
profits may be appropriate 
- annual financial reports must be presented to the general shareholders 
meeting no later than five months after the end of the financial year-end 
- that financial statements must be prepared in compliance with PSAKs and 
non-compliance must be disclosed and the reasons for non-compliance 
should be provided 
- that financial statements of the following types of companies must be 
audited by a public accountant: 
 companies in a field connected with the mobilization of funds from the 
public (i.e., banks, investment funds and insurance companies) 
 companies that have issued debt instruments 
 publicly held companies 
- that audited financial statements, once approved by shareholders, be 
published in two daily newspapers 
Law on 
Company 
Registration 
(No. 3) 1982 
In addition to listing companies, the law: 
- supports efforts to make company information publicly accessible. 
- requires that details of each company’s authorized, issues and paid-in 
capital be reported to the Ministry of Trade and Industry 
Government 
Regulation 
(No. 64) 1999 
regarding 
The regulation requires the following companies to file audited financial 
statements: 
- those incorporated under the PT law 1995 
- those that accumulated funds from the public 
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Company 
Financial 
Statements 
- those that issue debt instruments 
- those that have total or net assets exceeding Rp 25 billion 
In accordance with the regulation: 
- audited financial statements, comprising a balance sheet, income statement, 
cash flow statement, statement of changes in equity, and notes to the 
financial statements (including a list of liabilities and capital participation) 
must be reported 
- information is more easily available, including through the Internet and in 
hard copy as local Company Registry Offices 
Law on 
Capital 
Markets (No. 
8) 1995 
The law governs the preparation, presentation and audit of financial statements 
that is supported by Bapepam Rules that include: 
- Preemptive Rights (IX.D.1) 
- Conflicts of Interest on Certain Transaction (IX.E.1) 
- Material Transactions and Changes in Major Line(s) of Business (IX.E.2) 
- Mergers and Consolidations of Public Companies and Issuers (IX.G.1) 
- Planning and Conducting the General Meeting of Shareholders (IX.I.I) 
- The Main Articles of Association of Companies Offering their Equities to 
the Public and of Publicly Listed Companies (X.K.1) 
- Disclosure of Information that Must Immediately be Made Public (IX.K.4) 
Banking Law 
(No. 7) 1992 
This law states Bank Indonesia (BI) may assign a public accountant, for and on 
behalf of BI, to perform an audit on any bank, either on a periodical basis, or at 
any time required. In relation to this, public accountants are delegated BI 
authority (Article 31A). 
Law on Bank 
Indonesia 
(No.23) 1999 
This law repeats the Banking Law (No. 7) 1992 delegation of BI authority to 
public accountants (Article 30(1) 
Law on 
Pension Funds 
(No. II) 1992 
Article 52(1)(a) of this law implies that the Minister of Finance shall receive 
the financial statements of pension funds that have been audited by public 
accountants. 
Source: (ADB 2003) 
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Apart of the Limited Company Act, specific accounting regulations are also promulgated 
by a number of state and government bodies, including the Bank of Indonesia, the Capital Market 
Supervisory Agency, and the Tax Authority. The Bank of Indonesia holds the authority to set 
accounting regulations specific for the banking industry. Similarly, the Capital Market Supervisory 
Agency specifies financial reporting requirements that should be met by publicly held companies 
that are listed in the Indonesia Stock Exchange. Meanwhile, the tasks of the Tax Authority are 
mainly to set specific guidelines for companies in calculating and reporting income taxes based on 
the Indonesian tax laws (Maradona 2014). 
In summary, the following characteristics of Indonesian social environment might 
influence on national accounting aspects. In economic system, Indonesia is capitalist country with 
strong government influence. Even though a major program of reforms in national economy has 
been conducted since independence, the role of the government on the economic growth is still 
strong. Indeed, Baydoun and Perera (1995) called it by economic with crony capitalism. Moreover, 
Indonesia follows a presidential system with parliamentary characteristics that is strongly reflected 
the patrimonial state, particularly Javanese kingdom culture. In this regard, the involvement of the 
ruler’s personal household and staff have in the central government is very strong. Furthermore, 
Indonesia’s legal system is code low system with a mixture of traditional and charismatic authority 
such as adat (the traditional customary laws of many ethnic and religious group in Indonesia), Islam 
or syariah laws (a form of adat). 
2.4.2 Organizational Environment 
The organizational environment refers to organizational size, technology, complexity and culture, 
and human and capital resources that may affect rationalization of the choice and design of 
accounting systems. 
(a) Complexity and Size of Business Enterprises 
A number of different businesses’ types ranging from private to public sector enterprises in 
Indonesia. Perseroan Terbatas or PT Company that is equivalent to the British limited liability is 
the common type of business organization though. According to the Foreign Investment Law No. 
25/2007, foreign investment shall be in the form of a limited liability Foreign Investment Company 
or “PMA” incorporated in Indonesia, in which the investor goes into partnership with an Indonesian 
person or entity as shareholders. Moreover, foreign investors can hold up to 100 percent ownership, 
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or between 45 – 95 percent of ownership in certain industries, but this will vary within sectors and 
business fields. 
Indonesia is a country with various indigenous mode of culture that is prevalent in many 
activities, including in doing businesses. The principle of gotong royong (all works should be 
accomplished in a spirit of togetherness) and musyawarah untuk mufakat (consensus through 
decision-making) is fundamentally based on Indonesian businesses activities. Rahardjo (1994) 
asserted that Indonesia state is a joint venture of the people based on the principle of gotong royong 
(all works should be accomplished in a spirit of togetherness). Similarly, McLennan (1980) 
remarked that musyawarah untuk mufakat (consensus through decision-making) is central to 
Indonesian way of life. This indigenous mode of such culture certainly differs from that of majority 
view that is prevalent in the Anglo-Saxon countries (Perera and Baydoun 2007). 
Moreover, religions in Indonesia have also significant impacted on businesses activities. 
As a country with great population of Muslim, shari’a rules are often found in various businesses 
activities. 
(b) Corporate governance  
A 1999 survey by PricewaterhouseCoopers, in which the respondents were institutional investors in 
Singapore, finds that corporate-governance practices in Indonesia are relatively inadequate 
(PricewaterhouseCoopers 2009). The survey showed that among a dozen countries in the Asia–
Australia region, Indonesia ranked very low in the perceived standard of disclosure and transparency 
(Kurniawan and Indriantoro 2000). According to the survey, Indonesia also ranked very low in other 
areas such as accountability to shareholders, board process, auditing, and compliance. 
To improve corporate governance in Indonesia, government and non-governmental 
organizations have taken several initiatives (Kurniawan and Indriantoro 2000): 
1. Developing a national strategy for the reform of corporate-governance, including setting up the 
National Committee for Corporate Governance (NCCG), recently changed to the National 
Committee for Governance (NCG). 
Established by the Decree of the Coordinating Minister of Economics, Finance, and Industry 
in August 1999, the NCG’s main responsibility is to recommend a national framework for the 
implementation of good corporate governance. This committee issued the Code of Good 
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Corporate Governance to be used as a reference for regulating various corporate sectors, 
supporting professions, and training managers. 
2. Conducting educational events on corporate governance for the public. The concept of 
corporate governance is fairly new in Indonesia. To introduce the concept to the public there 
have been several educational events conducted by several institutions (such as the Indonesian 
Institute of Accountants (IIA) and the Indonesia Institute of Corporate Governance (IICG). 
3. Conducting pilot projects to implement corporate-governance principles in the industries. 
There are major publicly listed companies that have implemented corporate-governance 
principles in Indonesia, such as: 
- PT Astra, one of the biggest conglomerates in Indonesia. 
- PT Indosat, a major telecommunication company. 
- PT Timah, one of the largest tin producers in the world. 
4. Carrying out regulatory reform within the capital market. To improve corporate-governance 
regimes within the capital market, Bapepam (The Capital Market Supervisory Agency), as the 
regulatory agency, has issued various rules and regulations, including: 
- A regulation requiring public companies to have independent directors and independent 
commissioners.  
- Regulations about the method of voting shares. 
- Comprehensive rules on the responsibilities for boards and independent commissioners. 
- The role of auditors with regard to financial reporting and penalties for non-compliance. 
- Regulations on disclosure of related-party transactions. 
To complement Bapepam rules regarding independent directors and independent 
commissioners, in the 2000 the Jakarta Stock Exchange (JSE) issued rules concerning independent 
boards, audit committees, and corporate secretaries for public listed companies. This rule – Decision 
Letter of PT Bursa Efek Jakarta No.: Kep-315/BRJ/06-2000, which was later amended by Decision 
Letter No.: Kep-339/BEJ/07-2001 – stated stat publicly listed companies are obligated to fulfill the 
requirements by December 31, 201 at the latest. 
According to this rule, the number of independent board members must be ≥ 30% of the 
board size, and the independent board members should be: 
- Individuals who have no affiliated relationship with controlling shareholders in related firms. 
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- Individuals who have no affiliated relation with company managers and/or board members of 
related listed firms. 
- Individuals who are not engaged as officers in other firms affiliated with related listed firms. 
- Individuals who understand stock exchanges rules. 
An audit committee should have at least three members, one of whom be an independent 
board member, who will act as chairman of the audit committee, and the other members should be 
independent external parties, at least one of whom has accounting and/or finance skills. 
In the early 1990s, a number of problems with accounting, auditing and financial disclosure 
were identified—no specified financial records were required to be maintained or filed by companies 
and there was no requirement for financial statements to be independently audited. Company law 
required only that “adequate financial records” be kept. Several financial scandals were linked to 
misleading or fraudulent financial reporting. There were no requirements for public registration or 
disclosure of ownership and financial records, except in the case of listed companies (ADB 2003). 
During periods of economic growth, this lack of disclosure and regulation was not 
considered a problem. In fact, the lack of transparency financial reporting suited those who engaged 
in profitable related-party transactions with SOEs, those wishing to manipulate financial results to 
obtain finance or avoid taxation and those who sought to access state revenues outside the budget 
authorization process (ADB 2003). 
However, Indonesia has experienced a number a severe economic crises and has needed to 
attract both foreign investment and foreign assistance. In order to do so the government has had to 
respond, at least in part, to the demands of investors and aids agencies for accounting and other  
capital market reforms (ADB, 2003). 
The first major capital reforms occurred around 1988-89 and focused on capital market 
deregulation. The reforms included: (i) eliminating restrictions on share price movements; (ii) 
allowing foreign investors to purchase shares in public-listed companies; (iii) establishing a new 
over-the-counter market; (iv) simplifying procedures for issuing and listing securities; and (v) 
equalizing the tax treatment of interest and dividends (ADB, 2003). 
Continued pressure from external agencies and a series financial reporting scandals paved 
the way for further financial reporting reform. In 1994, the government entered into a project to 
improve the quality of financial reporting in both the public and private sectors. This project sought 
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to: (i) modernize the government’s accounting system; (ii) improve accounting education and 
training; and (iii) initiate actions for meeting the financial information requirements of capital 
markets. One project output was a set of accounting standards based on international accounting 
standards (IAS) (ADB, 2003). 
For corporate reporting and disclosure, the government introduced new requirements by 
issuing the Companies Code and Capital Markets Law. The law rules about companies to use 
financial accounting standards (PSAKs) in reporting their annual accounts and audit their financial 
reporting by the public accountant. Furthermore, for a provision of misleading financial information 
in financial reports, the law requires directors and commissioners be a personal liability. Finally, the 
law specifies a format for financial report and requires public accountants to notify the regulatory 
agency (Bapepam) of breaches of the law (ADB, 2003). 
(c) Financial system 
The financial system in Indonesia is dominated by banks, accounting for 50 percent of GDP and 80 
percent of the financial system. As of December 31, 2012, there were 120 commercial banks in 
Indonesia (of which four were state owned), 1653 rural banks, 401 sharia bank office networks with 
total assets of all banks is IDR 4,525,215 billion3. Among these, 37 commercial banks have listed 
on the Indonesian Stock Exchange (IDX), and therefore their financial statements are reviewed by 
Bapepam-LK. Further, there are 140 insurance companies operating in Indonesia, consisting of 46 
life insurance companies, 90 non-life insurance companies, and 4 reinsurance companies. 
The non-bank financial sector remains small and underdeveloped, accounting for less than 
10 percent of GDP. It includes insurance companies, pension funds, mutual funds, finance 
companies, securities companies, and pawnshops. The insurance, mutual funds, and pension 
industries are growing, but from a low base. The insurance is the largest among the non-bank 
financial institutions, accounting for about 3 percent of GDP. 
While the Indonesian stock market was one of the best performing indices in 2009, it 
remains small compared to most other emerging market peers. The market capitalization of the 
Jakarta Stock Exchange (IDX) was about 48 percent of GDP at end 2009. It is highly concentrated, 
with the top 50 listed companies accounting for 80 percent of turnover; limited liquidity hampers its 
use as a source for long-term capital raising or investment. At end-2009, just over 340 companies 
                                                          
3 Indonesian Banking Statistics (2012) 
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are listed, reflecting reluctance by family-owned companies in Indonesia to go public. Out of these, 
30 stocks, mostly blue chips, are actively traded on the exchange. The free float (percent of shares 
owned by the public) at 40 percent is also relatively low. Foreign investors account for about two-
thirds of market capitalization. 
The bond market is also small, although growing. Bond market capitalization amounted to 
12 percent of GDP at end-2009. The market consists of government debt, corporate debt bank 
debentures and SOE debt. The government is the dominant issuer, accounting for 85 percent of the 
bond market. Commercial banks are major investor, holding more than half of the government 
bonds, while foreign investors own some 20 percent. SBI bills also constitute a major part of the 
debt market, but are issued for monetary policy purposes by BI and not traded on the exchange. 
SOEs and banks are the major issuers of corporate debt. The secondary market for fixed income 
securities is not well developed, with a low turnover ratios and relatively high bid-ask spreads. Banks 
also tend to hold government securities to maturity. 
Indonesia Stock Exchange (IDX) was established in 2007 after merging between Jakarta 
Stock Exchange (JSX) and Surabaya Stock Exchange (SSX). At the first, the development of capital 
market in Indonesia slowly grows. However, it turns into rise as a capital source after 1997’s 
financial crisis. As a response to challenges in the wake of this crisis, BEI continues to develop its 
infrastructures, both in term of information technology and human resources as well as diversity in 
product. As a result, as of December 2012, there were 459 stock issuers in the IDX with a combined 
market capitalization of IDR 5,136.7 trillion. It consists of IDR 4,126.99 trillion equity, IDR 820.27 
trillion government securities, IDR 187.46 trillion corporate bonds, and IDR 1.98 trillion asset-
backed securities (BEI, 2012). 
The principal source of capital for domestic companies in Indonesia is credit from the 
banking system, often at subsidized rates. Given the predominance of bank credit as a source of 
finance for business, the financial system in Indonesia fits Nobes's (1988) definition of a "credit-
insider" system. In a "creditor insider" financial system, there is no pressure from capital market for 
companies to publish audited financial information as the main providers of finance normally have 
direct access to information, including financial information. Nobes (1988) argues that the main 
reason for international differences in financial reporting is different purposes for that reporting and 
that the financial system is relevant in determining the purpose of financial reporting. This difference 
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will have an impact on the quality of information provided in company annual reports and the level 
of demand for auditing services (Perera & Baydoun, 2007).  
In summary, the following characteristics of Indonesian organizational environment might 
influence on national accounting aspects. The common type of business enterprises in Indonesia is 
PT Company (Perseroan Terbatas) that is equivalent to the British limited liability. In conducting 
business activities, various indigenous mode of culture such as gotong royong (all works should be 
accomplished in a spirit of togetherness) and musyawarah untuk mufakat (consensus though 
decision-making) act as a fundamental base. Moreover, corporate governance practices in Indonesia 
are still weak even though a serial reform has been conducted to improve the quality of corporate 
governance. In addition, the financial system in Indonesia is dominated by banks that accounts for 
50 per cent of GDP and 80 percent of the financial system. 
2.4.3 Professional Environment 
The professional environment refers to such aspects of the profession as education, training, 
registration, discipline, and ethics (Gernon and Wallace 1995).  
The Indonesian Institute of Accounting (IAI), established in 1957, is the professional body 
of accountants in Indonesia. The body is a self-funded professional organization and it has been a 
member of the International Federation of Accountants (IFAC) since 1986; and it has responsible 
for setting accounting standards and organizing programs for continuing professional development 
for its members. 
According to the law No. 34 (1954), the Use of Accountant Title, an accountant title is 
given only to those who have an accountant certificate. In order to become a member of this 
profession, regular members are required to hold a Bachelor’s degree in accounting and successfully 
complete the IAI approved professional accounting program (PPAk) from an accredited university, 
and then register with the Ministry of Finance (MoF). Besides those regular members, individuals 
who hold a Bachelor’s degree in accounting, even without registration at the MoF, and who are 
deemed to be of high caliber with respect to contributing to the development of accountancy 
profession in Indonesia may enter as extraordinary or honorary members of the IAI, respectively 
(Worldbank 2010). 
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Table 7 Number of Public Accountants in Firms Registered with Bank Indonesia and 
Bapepam-LK 
Number of BI/Bapepam-LK 
registered public accountants 
in each accounting firm 
Firms registered with Bank 
Indonesia 
Firms registered with 
Bapepam-LK 
Total number of 
accounting firms 
% 
Total number of 
accounting firms 
% 
1 147 64.47 76 45.24 
2 43 18.86 49 29.17 
3 27 11.84 18 10.71 
4 5 2.19 9 5.36 
5 3 1.32 3 1.79 
6 2 0.88 3 1.79 
7 0 0 2 1.19 
8 0 0 1 0.60 
9 0 0 2 1.19 
10 1 1 1 0.60 
11 0 0 0 0 
14 0 0 1 0.60 
16 0 0 0 0 
19   1 0.60 
21   1 0.60 
23   1 0.60 
TOTAL 228 100 168 100 
Source: Worldbank (2010) 
Further, regarding to professional education and training, there is a body under IAI called 
KERPA or the Committee of Evaluation and Recommendation of Professional Accounting 
Education that is responsible for reviewing and assessing the eligibility of the university program. 
Based on KERPA’s recommendation, the Directorate of Higher Education endorses the PPAk 
program at the university. The university must also comply with the KERPA-approved syllabus. 
Furthermore, IAI-organized admission tests for entry into PPAk programs are held at all 
participating universities using KERPA-prepared materials. The PPAK program covers accounting 
and auditing standards, taxation, professional ethics, capital market and financial management, and 
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management accounting; and in general, the program covers the core knowledge content of IFAC-
issued International Accounting Education Standards (Worldbank 2010). 
Moreover, the IAPI (Indonesian Institute of Public Accountants), established in 2007, is 
the professional body for public accountants representing the auditing profession of the country. The 
IAPI is an association member of IAI that has been responsible for setting a code of ethics as well 
as auditing standards. A registered public accountant can apply for a practice license from the MoF 
once minimum requirements for offering professional services are fulfilled. According to the MoF 
Decree number 17/PMK.01/2008, to meet the minimum requirements, a public accountant must 
supply evidence that he/she has an office located in Indonesia; employs three auditors with, at least, 
a Diploma in Accounting and, at least, one must also be registered accountant; and has a quality-
control system in place. If the firm is a partnership, the partners must provide the partnership charter 
and a letter of agreement on the appointment of a chairperson signed by all partners. Further, the 
Decree mandates that rotation of audit partners and accounting firms are a three-year rotation for 
audit partners and a six-year rotation for firms, respectively (Worldbank, 2010). 
A Code of Ethics for public accountants was introduced in 1987. It deals with attitude, 
independence, professional skill, responsibility to clients, and other professional accountants. The 
norms embodied in the principles and standards of the Code of Ethics were taken primarily from 
statements of accounting norms in the U.S. According to Diga and Yunus (1997), some of the 
principles and standards of the code adopt the relevant pronouncements of the Australian and Dutch 
professional bodies. Furthermore, the IAI was a member of the International Accounting Standards 
Committee (IASC) and currently it is a member of the International Federation of Accountants 
(IFAC) (Perera and Baydoun, 2007). 
In summary, the following characteristics of Indonesian professional environment might 
influence on national accounting aspects. It seems that colonial era has influenced on the aspects of 
the profession such as training, education, ethics, etc. in Indonesia. In this regard, the legal and 
accounting system in Indonesia are imported from a different place. While the structure of 
qualification as accountant still bases on the Dutch system, the training and philosophy are from 
American (Briston 1990, Yunus 1990 in Perera and Baydoun 2007).  
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2.4.4 Individual Environment 
The individual environment refers to the total setting in which reporting enterprises, professionals, 
and other non-professional members of society lobby standard setters and use accounting numbers 
to their respective advantage (Gernon and Wallace 1995). 
Individual environment in Indonesia is profoundly influenced by social values. Rather than 
providing given rules, society prefers to emphasize harmony and patrimonial protection within legal 
traditions. Community is also pleasing for concentration of power with the ruler within the political 
structure. Various organizations within the country provide mechanisms for the ruler to operate. 
Similarly, the ruler also strongly influences the role played by various professionals groups within 
society. In this context, individuals are mindful of these circumstances. For instance, in lobbying for 
accounting standards, the Indonesian society tends to avoid making individual judgment since it 
may imply selfishness, absoluteness, belligerence, and unwillingness to compromise. This value is 
explained by Lev (1972) as “Those who talk about rules as if they were absolute are likely to be 
obstructers, inborn trouble makers, anti-social fools, or worse.” 
Another societal value that influences individual environment is being a large power 
distance society. This value has implications for the level of people participation in decision-making 
processes. In the process of accounting standard-setting, the IAI is to seek views from interested 
groups such as auditors, preparers (including finance ministries), standard setters, and individuals 
regarding the issues by issuing an exposure draft. However, the extents to which they respond to 
exposure draft issued by accounting standard setters are not clear. Further, how standard setters treat 
the responses from interested parties is also affected by the cultural value of large power distance. 
For this regards, those who make important decisions may not feel the need to consider seriously 
such responses. 
However, the extent to which the business community and other interested users are 
included in the process and the degree of transparency in the process are not clear (Perera and 
Baydoun 2007). The traditional cultural values of Indonesian society tend to promote the needs of 
the community as a whole as opposed to the needs of individuals. These social values have a massive 
influence on the individual environment, including in the IAI milieu. For example, in setting up 
accounting standards, the IAI have a mechanism to seek views from interested groups in connection 
with proposed accounting standards; even though the extent to which the business community and 
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other interested users are included in the process and the degree of transparency in the process are 
not clear (Perera and Baydoun 2007). 
IAI is responsible for setting accounting standards for both public interest and non-public 
interest entities. To that, IAI has established standard setter board called DSAK. Members of the 
body represent the accountancy profession and various regulatory bodies in the country such as the 
public accountant, academic accountant, public sector accountant, and management accountant. In 
performing its task, the DSAK a due process mechanism to seek views from those interested parties 
in connection with proposed accounting standards is conducted. According to the Capital Market 
Law, IAI-issued financial accounting standards are mandatory for all entities supervised by 
Bapepam-LK. In addition, the law authorizes Bapepam-LK, whenever necessary, to prescribe 
accounting regulations with respect to financial reporting by capital market participants. 
In addition, there were two other standard setters in Indonesia namely, DSAS and KSAP. 
DSAS is a body under the organizational structure of IAI that is responsible for setting the shari’ah 
(Islamic religious law) accounting standards. The standards prepare with reference to the fatwa 
(Islamic edict) of the Indonesian Council of Ulemas or religious intellectuals’ council (MUI), the 
conceptual framework for the preparation of shari’ah financial statements, and accounting standards 
issued by AAOIFI based in Bahrain. This standard should be followed by entities engaged in 
shari’ah transactions (Worldbank, 2010). 
KSAP is an independent committee that comprises accounting experts from the IAI, 
academics, government practitioners, being responsible for preparing the standards for the 
governmental organization. In drafting standards, the KSAP refers to International Public Sector 
Accounting Standards (IPSAS) and adapts them notably to the specific needs and peculiarities of 
the Government of the Republic of Indonesia in which accounting basis is adopted from cash 
towards accrual basis. The standards are promulgated under Government Regulation (PP) No. 24 
the year 2005, which was revised by PP No. 71 the year 2010. 
 
 
The following table displays four pillars of accounting standards in Indonesia: 
Table 8 Four Pillars of Indonesian Accounting Standards 
Accounting 
Standard 
Issuer Users Remarks 
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General SAK DSAK Public interest entities (i.e. 
listed companies, banks, 
non-bank financial 
institutions, and other 
entities including SOEs) 
- IFRS-based 
- Issued by due process mechanism 
involving various stakeholders 
- Output: PSAK and ISAK 
SAK ETAP DSAK Non-public interest entities - Adopted from SME 
- ETAP means 1) Have no significant 
public accountability, and 2) Publish 
general-purpose financial statements 
for external users (i.e. passive owner, 
creditor, and credit rating institution. 
SAS  DSAS Entities is conducting 
syari’ah activities either 
syari’ah institutions or non-
syari’ah institutions 
- Developed similar to general SAK 
model, however it is based on 
syari’ah law with reference to MUI’s 
fatwa (opinion). 
SAP KSAP Governmental institutions - Non-governmental public sector 
referred to PSAK No. 45 (Pelaporan 
keuangan entitas nirlaba/NGO) 
Source: Martani (2011) 
In summary, the following characteristics of Indonesian individual environment might 
influence on national accounting aspects. This environment refers to the total setting in which 
reporting enterprises, professionals, and other non-professional members of society lobby standard 
setters and use accounting numbers to their respective advantage (Gernon and Wallace, 1995). In 
other words, it refers to how interested parties participate in the process of decision-making. In this 
way, their participations are mostly influenced by the social culture in Indonesia. That is, society 
prefers to emphasize harmony and patrimonial protection within legal traditions rather than 
providing given rules. In addition, a large power distance of society has influenced on the level of 
people participation in decision-making process. With regard to standard setting process, the extent 
to which participants to respond the process are not clear. 
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2.4.5 Accounting Environment 
The accounting environment refers to the disclosure and measurement requirements and practices, 
types and frequency of accounting reports, and accounting infrastructure4 (Gernon and Wallace 
1995). 
(a) Accounting Infrastructures 
Accounting infrastructures in Indonesia, particularly with regard to regulatory framework, there are 
three levels of the charter for accounting and financial reporting in Indonesia, namely presidential 
decrees, regulations issued by relevant government agencies, and accounting standards issued by 
the IAI. 
1) Presidential decrees 
The outdated Dutch Commercial Code of 1847 was presidential decrees that regulated business 
activity in Indonesia. It called for business enterprises to keep adequate records to allow in 
determining individual’s rights and obligations. However, this code has only general terms of the 
record-keeping requirement without specifying how the records must be kept. The enactment of the 
new Companies Act (Basic Law of Limited Liabilities Companies No. 1 of 1995 [Undang-undang 
Perseroan Terbatas]) which came to effect in March 1996 has provided more detail requirements 
for financial reporting. The report must be prepared in compliance with Indonesian Financial 
Accounting Standards (SAK); and for non-compliance, it must be disclosed and the reasons must be 
provided (Article 58). Further, the report from certain companies5 must be audited by a public 
accountant (Article 59). Then, the latest Indonesian Company Law No. 40 (2007) also required 
corporate entities to prepare annual financial statements in accordance with the accounting standards 
issued by the professional accounting organization recognized by the Indonesian Government 
(Worldbank 2010). 
 
 
 
                                                          
4Accounting infrastructure includes producers and users of information, information intermediaries, laws and 
regulations that govern the production, transmission, and usage of information, and regulatory bodies (Lee 
1987:75-86).  
5a) Companies in a field connected with the mobilization of funds from the public (i.e., banks, investment funds 
and insurance companies); b) Companies that have issued debt instruments; and c) Publicly held companies. 
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2) Regulations issued by relevant government agencies 
The following is regulations in Indonesia regarding the accounting information requirement issued 
by several different organizations. 
Table 9 Financial Reporting and Disclosure Requirements 
Organization Remarks 
Bank Indonesia Regulation No. 3/22/PBI/2001 provide a legal obligation to all banks 
and non-bank financial institutions operating in Indonesia to prepare 
and present semi-annual and annual financial statements to their 
respective regulator. 
Pertamina  This state petroleum agency is responsible for regulating all aspects of 
the oil and gas industry in Indonesia, including exploration, 
production and distribution. Pertamina also administers all production 
sharing contracts involving joint ventures with foreign companies. 
Pertamina prescribes the financial reporting requirements for the 
industry. 
Ministry of Finance This ministry oversees activities of the Directorate General of 
Taxation and Bapepam. 
Directorate General of 
Taxation 
This agency is responsible for administering tax laws. It prescribes the 
books of accounts and financial statements required of all corporate 
taxpayers. 
Bapepam-LK Capital Market Law No. 8 (1995) article 86(1) requires issuers with 
effective registration statement or listed companies to publish periodic 
reports and submit such reports to Bapepam-LK, the securities market 
regulator. 
Source: ADB (2003) 
3) Accounting standards issued by the IAI 
Accounting standard in Indonesia experiences a continued development since it is established (see 
Figure 3). Before 1973, Indonesia employed the Dutch accounting system as accounting practices. 
Then, IAI adopted a set of accounting principles, PAI 1973, based on the accounting guidelines 
published by AICPA in 1965. Along with the rapid business growth in Indonesia, triggered by the 
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development of capital markets, next the board endorsed PAI 1984 consisting of 53 pages and two 
pages of terms. This standard is effective for financial statements ended December 31, 1985. Further, 
in 1994, the PAI 1984 was entirely revised in order to meet the national and global development of 
business community and accounting profession. Thus, a new set of IAS-based accounting standards 
called SAK (Indonesian GAAP) was adopted in 1995. From 1995 to 2007, the IAI continues to 
revise the standards three times on an ongoing basis, whether it is improving the existing standard, 
adding a new standard, and interpretation of Statement of Financial Accounting Standards (SAK). 
Figure 4 Accounting Standards History in Indonesia 
 
Source: Sinaga (2011) 
Nowadays, the revisions have been made in the context of globalization and IFRS 
implementation. In this process, the IAI has set up the roadmap of Indonesia’s convergence 
consisting of three stages, adoption stage (2008-2010), final convergence stage (2011) and 
implementation stage (2012) with their different purposes in each stage. 
As of January 1, 2012, all SAKs, except for SAK 1 and 41, have been converged to IFRS, 
and the IAI has decided that the year 2012 was the time for both listed and unlisted companies to 
implement local accounting standards that have been converged with IFRS. Corresponding to that 
change, the Indonesia Capital Market and Financial Institutions Supervisory Board (Badan 
Pengawas Pasar Modal dan Laporan Keuangan, Bapepam-LK) issue regulation No. KEP-
346/BL/2011 requiring publicly listed companies to establish financial statements based on the new 
development of accounting standards in Indonesia. The rule also states that the fiscal periods ending 
in or after June 2011 is the effective time to implement the policy. 
Although the capital market is not the major source of finance for most Indonesia business 
entities, Indonesia's stock exchange (IDX) has been considered as high yield market. In just two 
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years, from October 2008 to December 2010, Index of IDX has increased more than 160%. Alpha 
South East Asia Magazine of Singapore (IDX Annual Report 2010) awarded IDX as the best stock 
exchange of the year in South East Asia twice in 2009 and 2010. 
The capital market regulator has always been an important driver for financial reporting in 
Indonesia as most of the companies prepare their financial statements to be submitted to the tax 
authority or market regulator. The capital market law No. 8/1995 requires a company to make 
financial statements following the accounting standard issued by IAI. 
According to the Indonesian Company Law No. 40 (2007), each corporate entity is required 
to prepare annual financial statements in agreement with the accounting standards issued by the 
Accountant Association. Although there is no legal backing to IAI as a professional accounting 
body, the Indonesian Financial Accounting Standards Board under IAI acts as the de-facto standard 
setter in the country. According to Indonesia economic survey 2006, there are more than 22 million 
businesses in Indonesia, of which 83.4% are micro companies, 15.84% are small companies, and 
only 0.73% (or about 166.500) entities are medium and big companies. From those companies, only 
442 companies are listed on the Indonesian stock exchange (as of January 2012). Indonesia also has 
142 state-owned enterprises of which 12 are listed. 
Although the law clearly requires companies to prepare annual financial statements, this 
law has little enforcement, as there is no single government agency collecting and imposing this law 
on to all companies. Thus, most private non-listed companies prepare financial statements for 
taxation purposes. A ministerial decree No. 121/MPP/KEP/2/2002 requires companies with certain 
requirements to submit an annual financial report to the Ministry of Trade. However there were only 
2474 reports accepted for the 2008 financial year (Ministry of Trade, 2010). Any company satisfies 
one of these five requirements needs to submit their annual financial report to the Ministry of Trade. 
The requirements are listed company, collect and manage people's fund (such as bank, insurance, 
etc.), issuing bond or loan certificate, a total asset above IDR 25 billion, and debitor imposed by the 
bank which it provides a credit to report. The company's law also requires companies with above 
requirements to be delivered by an independent auditor, except the minimum size of the asset is 
above IDR 50 billion. However, as no government agency monitors this practice, the law 
enforcement is not in existence. 
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Listed companies are obligated to fulfill the capital market requirements in addition to the 
company's law. Capital Market Law No. 8 (1995) requires issuers with effective registration 
statement or listed companies to publish periodic reports and submit such reports to Bapepam-LK 
(Capital Market Supervisory Agency). The annual financial statements of listed companies must be 
audited and filled with Bapepam-LK within 90 days of the calendar year-end. Half-yearly financial 
statements must also be filed with Bapepam-LK within 30days, 60 days, or 90 days if unaudited, 
reviewed, or audited. The Indonesian Stock Exchange (IDX) requires interim reports to be 
submitted, and all financial reports of listed companies are available in the IDX website. 
Financial institutions are under more stringent regulation in regards of financial reporting. 
According to Bank Indonesia Regulation No. 3/22/PBI/2001, semi-annual and annual financial 
statements of banks must be audited and publicly disclosed within 60 days and four months, 
respectively, at the end of accounting period. Banks must also submit their audited annual financial 
statements to Bank Indonesia, Customer Protection Agency, rating agencies, and two economic and 
finance magazines, no later than five months after the end of the financial year. Besides, a quarterly 
summary statement should be published in the newspaper. Other disclosures required by banks, such 
as a monthly and quarterly summary statement, are documented and published on the Bank 
Indonesia's website. Central Bank issued the reporting guideline for banks, which is mostly in 
accordance with IAI's accounting standards and the addition of some bank's prudential 
measurements. The guideline has been revised from time to time in parallel with the changes in the 
accounting standards. All banks financial reports need to be audited by certified public accountants 
(CPA) acknowledged by the central bank. 
For financial institutions other than banks, Ministry of Finance Decree No. 
424/KMK.06/2003 requires insurance companies to submit quarterly and annual financial 
statements to Bapepam-LK. In addition, Ministry of Finance Decree No. 509/KMK.06/2002 
requires pension funds to submit semiannual and annual financial statements. Bapepam-LK also 
issued financial reporting guideline for insurance and pension funds, however the revision of this 
guidelines are not as timely as banking guideline, which created confusion among companies during 
the time of IFRS convergence where the accounting standards dramatically changed in the last two 
years. All non-bank financial institution also must be audited by CPA acknowledged by Bapepam-
LK.  
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(b) Disclosure and measurement requirements and practices  
Financial reporting and disclosure requirements in Indonesia are regulated by several different 
government regulatory bodies such as Bank Indonesia, Pertamina, Ministry of Finance, Director 
General of Taxation, and Bapepam. As the accounting year, Indonesian companies generally use a 
period from January 1 to December 31. Companies of identified industries are required to submit 
their annual audited financial statements to specified government regulatory agencies. Publicly 
listed companies are required to submit their annual audited financial statement to Bapepam-LK and 
IDX within 120 days after the end of fiscal year, and to the Department of Trade and Industry within 
180 days after the end of fiscal year. In addition, even though technically there are no regulatory 
requirements to submit the reports to the Tax Office, practically some tax officials will expect the 
taxpayer to attach a copy of audited reports with the annual tax return when lodged (ADB 2003) 
According to Decree No. 97/PM/1996, companies listed on a stock exchange should 
provide four copies of two-consecutive-comparisons financial statements that conform to PSAKs. 
In total, the number of disclosures required by the government comprises 158 items. The following 
is the content of the decree regarding financial statement requirements (ADB 2003): 
- Financial statements are based on Accounting Standards determined by IAI and Bapepam 
regulations in the accounting field and a public accountant registered at Bapepam must audit it. 
If there are differences between the company and the public accountant on reported financial 
statements and if the conflict causes the public accountant to give a negative comment, refuse 
to comment, resign, or be fired, then the company has to disclose this fact and the cause of 
conflict and important aspects regarding it. 
- Financial statements must be presented for the last two years or since the company started a 
business for those that are established less than two years ago. The statements must include: 
Balance sheet, Income statement, Income balance statement, Cash flow statement, Notes to the 
financial statement. The statements also consist of other reports and explanatory materials, 
which are an integral part of the financial statements if required, such as Commitment and 
Contingencies Statement for eminent and public company operating in the banking industry. 
- Notes to the financial statements must show separately the amount of each kind of transaction 
and balance of directors, employees, commissioners, outstanding stockholders, and other parties 
that have a special relationship as stated in the Statement of Financial Accounting Standard. 
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Those separate summaries are needed for receivables, debt, sales or revenue, and expenses. If 
the amount of transaction for each category with the certain party is over Rp 1 billion, this 
amount must be presented separately and all parties' name must be disclosed. 
- The company must disclose all the transactions that influence the equity account and matching 
with initial balance and ending balance on separate summary in the Notes to Financial 
Statements. 
- Notes to Financial Statements must disclose business segment information as stated in 
Statement of Financial Accounting Standard. 
- The additional information below must be disclosed in the notes, which are following PSAKs. 
- Detail of stock ownership by the directors, commissioners, and stockholders who own 5% or 
more (amount of stock, nominal value, and percentage). 
- The brief description of unfinished litigation, which probably has the impact of more than 2% 
of net assets or annual profit of the company and its subsidiaries. 
- Export sales or foreign revenue more than 10% (ten percent) of total sales and revenue. 
- Sales or revenue related to defined business area, as determined by the company or its 
subsidiaries, if the stated sale is 10% or more of total sales or revenues. 
- Sales to or revenue from a customer or group of affiliated customers, which is more than 20% 
of total sales or revenue. 
- Expenses that are more than 5% of total expense or cost related to a project or product that will 
only provide revenue in the future or that does not relate to the productive activities. 
Furthermore, according to capital market law no. 8 (1995) article 86(1), all listed companies must 
publish and fill with the Bapepam-LK the annual audited financial statements within 90 days of the 
calendar year-end. They must also publish half-yearly financial statements filling with the Bapepam-
LK within 30 days, 60 days, or 90 days if unaudited, reviewed, or audited, respectively. The IDX 
also requires interim financial statements to be submitted within the same period as half-yearly 
financial statements submitted to the Bapepam-LK. Then, regarding publication, all listed 
companies must publish their annual audited balance sheet and income statement at least in two 
Indonesian newspapers, one of which of nation-wide circulation, within 90 days of the balance sheet 
date Bapepam-LK Rule No. X.K.2 (Obligation to Submit Periodically Financial Statements) issued 
in 2003. Moreover, the half-yearly report must be published in at least one nationally circulated 
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newspaper. The IDX also publishes on its website the full financial statements of all listed 
companies. 
In summary, the following characteristics of Indonesian accounting environment might 
influence on national accounting aspects. Accounting infrastructure concerning the regulatory 
framework, there is three levels of charters. Those are presidential decrees, regulations issued by 
relevant government agencies, and accounting standards. Furthermore, in the practice of disclosure 
and measurement requirements for companies listed on the Indonesian Stock Exchange, the 
Bapepam-LK has issued a Decree No. 97/PM/1996. 
2.5 Links between Accounting and Cultural Dimensions 
Gray (1988) identified four accounting value dimensions that can be used to define a country’s 
accounting (sub) culture, professionalism versus statutory control; uniformity versus conformity; 
conservatism versus optimism, and; secrecy versus transparency. The first two dimensions relate to 
authority and enforcement of accounting practice at a country level, and the second two relate to the 
measurement and disclosure of accounting information at a country level. Under this perspective, 
this section explores the impact of accounting environment in Indonesia on the accounting value 
aspects. 
2.5.1 Impact on the Accounting Values 
Hofstede (1980) defines values “a broad tendency to prefer certain states of affairs over others.” 
This definition has been widely adopted in accounting research to develop a cultural framework to 
investigate international accounting differences. 
The societal environment in Indonesia is largely influenced by a large power distance and 
a small individualism. Large power distance implies that there is a considerable dependence of 
subordinates on superiors. In this regard, the relationship between both parties is more autocratic or 
paternalistic. Consequently, subordinates are unlikely to approach and contradict their superiors. 
Meanwhile, small individualism indicates that Indonesian societies have robust and cohesive 
integration in groups (Sudarwan 1995). These values, in turn, have an effect on societal behavior, 
particularly that deals with economic, political, and legal systems. 
In Indonesia, the government plays an important role to initiate the national economic 
growth and competition, particularly before 1997. This context suggests that the economic growth 
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does not generally development in accounting since it failed to cause an increase in the degree of 
individualism in society. Otherwise, there has been an increase in the level of competition among 
business firms, a feature usually associated with high level of individualism (Sudarwan and Fogarty, 
1996). The reason for being that competition was driven by government initiatives, not by 
individualism. In this situation, access to government authority replaces the need for professionalism 
as a strategy for outperforming competitors. Hence, the experience in Indonesia suggests that 
accounting and the level of economic growth may not necessarily be positively related (Baydoun 
and Perera, 1989). 
The position of most skilled groups in any society depends on the extent to which their 
professional services are appreciated and demanded and their values generally accepted by other 
institutional subsystems. In the case of Indonesia, social values tend to support a mixture of 
traditional and charismatic authority. As a result, professionals are likely to be weak, and the 
procedures followed by professionals tend to lose meaning and impact (Lev, 1992). In Indonesia, 
professionals seem to have lost their prominence to politics and become dependent on political 
influence. Politics is a game played not more or less according to rules of professional conduct, but 
according to rules of influence, money, family, social status, and military power. 
The current situation of the Indonesian accounting profession represents a case of split 
personality (Briston, 1990; Yunus, 1990). Further, they stated that the Dutch system influenced the 
structure of accounting qualification, and American system influenced the training and philosophy 
of accounting. In contrast, the development of accounting system in most developing countries, both 
the legal and accounting systems were imported from the same place. This "split personality" of 
accounting profession would seem to be responsible at least partly for the lack of progress made in 
the development of accounting as a reliable source of information for internal and external decision-
making. This factor might cause the lack of transparency and accountability in government and 
business even today. 
Other aspects of the unique of Indonesian social environment that differ from what are in 
western society are crony capitalism and a political system based on the patrimonial state. Moreover, 
in the legal system, traditions that place emphasis on specific features of Indonesian society are 
likely to have an effect on many aspects of accounting, for example, accounting regulation and 
enforcement of accounting standards are also to cause the difference. 
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2.5.2 Impact on the Standards  
IFRSs are designed to facilitate a particular financing system, "equity-outsider system" (Nobes, 
1998). In equity-outsider systems, the commercial pressures have the most power to impose 
professionalism in financial reporting, i.e., rules made by professional accountants, independent 
bodies, stock exchanges and other equity market regulations. In contrast, within the credit-insider 
system such as in Indonesia, the power to force that generates commercial pressures are weak. In 
addition, the way of Indonesian economic system as aforementioned earlier tends to insulate 
businesses from market forces. Thereby it is necessary to remove effectively a situation that makes 
a difficult for IFRSs to work efficiently. 
According to the context that occurs in Indonesia, it seems it to be a conflict with which 
IFRSs have been developed. This issue severely goes deeper when it compared to the basic societal 
characteristics. In the European countries, the feudal system played a role in the development of 
some of the concepts and ideologies of Anglo-Saxon accounting. In this regards, accounting system 
information is provided to support the feudal system reflecting the power of control, serving a 
political role. Furthermore, the concept of public interest or altruistic service motive is well 
developed in a feudal environment. The environment also emphasizes an obligation, independence 
and justice (Velayutham and Perera, 1995). In contrast, those all conceptual systems have not been 
part of Indonesian society. In the economic base, Indonesian ruling class was not independent land 
ownership as it has happened in the European country. However, it is the system of appendage 
benefices. In the European countries, the patrimonial rulers' policy is strictly run to prevent such 
appendages from becoming hereditary so that the basis for a more purely feudal social structure 
happens. It is also to scatter the appendages attached to a particular position to prevent the local 
consolidation of economic power that might ultimately give a ride to a type of entrenched 
landlordism. The appendage system in effect meant that the land of the realm "belonged" to the ruler 
and its economic surplus (including the labor of the peasants who tilled it) was the ruler's gift, to be 
distributed at the ruler's discretion to deserving officials. The contractual aspects are conspicuously 
absent in these relationships. In the absence o a feudal social structure in Indonesia, it is clear that 
the evolution of accounting has taken place in a different social context. 
Concerning to those differences, Nobes (1998) alludes to the dangers of inappropriate 
transfer of accounting technology. In this regards, he stated, one could argue that, given Indonesia's 
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"credit-insider" financing system, the paraphernalia of Anglo-Saxon accounting, for example, 
extensive disclosures, consolidations, external auditors, and so on, which are more appropriate for 
"equity-outsider" financing systems, would be an expensive luxury. Similarly, Perera (1989a, 
1989b) also supports the notion by stating there be potential problems of relevance due to cultural 
and other differences. 
The legal environment in Indonesia has a direct impact on how the professions like 
accounting are regulated. For example, the concept of professional self-regulation, which recognizes 
the importance of the concept of private interest, is taken for granted under IFRSs and is not 
established in Indonesian society. Further, the legal system in Indonesia is different from that of 
Anglo-Saxon countries in that it highlights paternalistic protection, whereas the Anglo-Saxon legal 
traditions are based on private interest. These issues make the acceptance of IFRSs in Indonesian 
society problematic. 
Further, Islam as a religion influences every facet of a Muslim’s life, including business 
activities. For example, Islam advocates good behavior in conducting business and, at the same time, 
discourages Muslims to advertise the fact that they have behaved that way. This is likely to cause 
challenges in enforcing the disclosure requirements of IFRSs. 
To the extent that businesses are insulated from market forces, the achievement of the 
accounting numbers in financial statements would be difficult to interpret. The cultural attributes 
associated with the political and economic systems are likely to impact negatively on the level of 
acceptance of IFRS, which have been developed on the assumption that market forces are allowed 
to operate. 
2.6 Conclusions  
This paper highlighted the environmental factors that are likely to influence the accounting quality 
in Indonesia in order to provide an understanding of why the practice might differ from other 
countries. Using the accounting ecology framework of Gernon and Wallace (1995), this chapter 
investigates the interrelationships of the related accounting, the professional, individual, societal and 
organizational environment in Indonesia (See Table 10 for detail conclusions). 
The societal environment in Indonesia that influences the development of accounting 
practices can be categorized into economic, legal, and political systems. Indonesia has several 
aspects of social environment that are different from western countries where IFRSs have been 
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developed. For example, crony capitalism for the economic system, the patrimonial state as a 
political base, and paternalistic protection for legal traditions. 
Table 10 Summary of Indonesian Environment Values 
Indonesia’s Environment Ecology Accounting aspects 
Social  Economic system: crony capitalism 
Legal system: paternalistic protection 
Political system: the patrimonial state 
Culture: small individualism 
Lack of professionalism and 
transparency leading to the lack of 
the enforcement and the disclosure 
practices 
Professional  Education and training: related to the 
colonial past as well as today’s 
development (split of personality) 
Culture: large power distance  
Lack transparency and 
accountability  
Organizational  Type of business: SME, family, PT 
Financial system: banking system 
Corporate governance: weak 
Lack of enforcement and  
professionalism  
Individual  Legal tradition: emphasized harmony 
and patrimonial protection (mixture of 
traditional and charismatic authority) 
Culture: large power distance 
Business entity and other interested 
users: may not be concerned about 
participating in decision making 
Lack of professionalism and 
transparency  
Accounting  Presidential decrees: Companies Act 
Government agencies: Bapepam, BI 
Accounting standards: IFRS 
Lack of enforcement 
We provide evidence that Indonesia has adopted IFRS Specific characteristics of 
Indonesian culture described as a large power distance and small individualism may cause 
challenges in enforcing the disclosure requirements of IFRS in Indonesia. In addition, the dominance 
of banks as source for business to raise capital may result IFRS was differently implemented in its 
orientation. As regards, the financial reporting is presented toward creditor protection. 
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CHAPTER 3: IFRS-BASED PSAK: CONVERGENCE ISSUES 
3.1 Introduction 
This study is a descriptive study analyzing comparability issues after implementing IFRS-based 
PSAK. The primary objective of the study is to explore the setting stage for convergence in 
Indonesia. In particular, it examines motives of convergence in Indonesia, methods to make national 
standards comparable to IFRS, remaining differences at standards level after convergence. 
Assuming that convergence will eliminate differences between national accounting standards and 
IFRS, it leads to producing comparability in accounting information. By using content analysis 
approach, this chapter answers RQ1. How does the IAI eliminate national differences in accounting 
standards? 
Few studies have addressed formal convergence, in whole or in part (exceptions include 
Nair and Frank, 1981; Doupnik and Taylor, 1985; Rahman et al. 1996, and Garrido et al. (2002). 
Only the latter two focus on formal convergence. Rahman et al. (1996) use multiple discriminant 
analysis to describe group differences as a way of measuring the level of harmony between the 
standards of Australia and New Zealand concerning disclosure and measurement requirements, and 
a lower degree of harmony with disclosure requirements. Although the measure Rahman et al. 
(1996) propose shows the evolution of the absolute value of formal convergence achieved, it makes 
difficult to understand the degree of similarity in relative terms. 
Garrido et al. (2002) demonstrated the application of Euclidian distances to the level of 
formal convergence reached by the IASB, through the three stages of its life, and by analyzing 
pronouncements on 20 accounting issues. The evidence indicates that a reduction of the alternative 
accounting methods allowed by the IASB standards has occurred, and consequently, the 
comparability of financial information has improved. The measurement method proposed by 
Garrido et al. (2002) has several flaws (which we expose later), making it unsuitable for use in 
analyzing the convergence between one country’s standards and IAS standards. Accordingly, we 
propose better, more defensible methods of measuring formal convergence than those of Rahman et 
al. (1996) and Garrido et al. (2002). We support our conclusions with empirical evidence from 
Portugal. Our study is the first to use Euclidian distances, Jaccard’s coefficients and Spearman’s 
coefficients to measure formal convergence between a country and IFRS. 
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Baudot (2014) through a longitudinal study of 23 key FASB-IASB projects undertaken 
between 2002 and 2011 analyzes processes of accounting change using a bend of institutional theory 
and political economy. The author highlights particular variants of accounting change observed 
during the convergence effort namely emulation, difference reduction and progressive redesign as 
analogous to institutional processes. Direct emulation reflects the institutional processes of imitation 
and difference reduction reflect institutional processes of editing or translation. Moreover, 
progressive redesign of accounting standards goes beyond these classical categorizations to 
encompass the notion of institutional co-construction. 
The remainder of the paper is organized as follows: Section 3.2 discusses conceptualizing 
of convergence. Section 3.3 outlines research designs of the study followed by the discussion of the 
setting stage for convergence in Indonesia that is presented in section 3.4. Several issues of 
convergence in Indonesia such as motivations for convergence, the way to make PSAKs comparable 
to IFRS, and the remaining differences due to de jure and de facto convergence are examined. 
Section 3.5 concludes with a summary of discussions.  
3.2 Conceptualizing Convergence 
3.2.1 The Framework: Neo-Institutional Theory 
Meyer and Rowan (1977) analyze environmental effects on organizational structure by applying the 
term of isomorphism to its cultural model and structural pattern. This perspective is based on an 
assumption that incorporating socially rationalized rulers, organizations become more similar in 
structure over time. DiMaggio and Powell (1983) elaborate their work then by extending the concept 
isomorphism to their theory of institutional isomorphism in organizational fields by submitting 
propositions that the more structured an organizational field becomes, the more similar 
organizational forms and practices will become within that field. According to DiMaggio and 
Powell, driving the process of institutional isomorphic change is coercive, mimetic and normative 
mechanism. Coercive pressure originates from the influence of powerful organizations; mimetic 
pressure is in response to uncertainty and legitimacy seeking by less powerful actors; and normative 
pressures stem from alignment with professional values. 
In accounting standard-setting field, several works of literature have employed institutional 
isomorphism and the mechanisms when analyzing change that occurs. A significant number of 
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studies highlight coercive mechanisms by which organizations within a field are compelled to adopt 
structures and rules. The adoption may through political force (Carpenter and Feroz 2001) or by 
pressure from government and international organizations as well as by the power of highly 
structured professions (Cooper et al., 1998; Caramanis, 2002). Other studies also address mimetic 
aspects as a way to drive a change in the institutional change. This usually takes place in the 
environment in which technologies may be poorly understood or goals may be ambiguous for a 
legitimacy seeking organization (Baudot, 2014). In facing such uncertainty, the legitimacy seeking 
organization essentially copies another successful and legitimate model in imitation of what is 
perceived to be the best practice (DiMaggio and Powell, 1983). The voluntary use of non-national 
standards by European firms before the use of IFRS was mandated has considered mimetic pressure 
as a way to adopt forms or practices (Touron, 2005). Similarly, Peng and van der Laan Smith (2010) 
find that mimetic pressure as a way to imitate best practice in the harmonization of national standards 
with IFRS. Moreover, normative mechanisms in general adopted by organizations in which there 
are many professionals in the organizations claim that they are superior, derive from the tendencies 
of business professionalization (DiMaggio and Powell, 1983). 
Other variant of isomorphism change provides different the nature of mechanisms or 
processes of isomorphic or non-isomorphic change. This variant distinguishes between diffusion 
and imitation and involves the spread of a certain model or idea to a number of passive recipients or 
trend followers (Champbell, 2004), insofar as they are active processes in which actors are directly 
engaged (Sahlin and Wedlin, 2008). Whether engaging in a role as a creator, user or intermediary, 
actors are not simply interpreting or discovering as early diffusionist accounts assume, but are 
actively shaping to make sense of their particular situation through processes of editing and 
translation (Czarniawska and Joerges, 1996). 
Editing process consider that some degree of modification must occur as templates move 
in time and space (Sahlin-Wedlin, 2008). Editing “rules,” which are not rules in the formal sense, 
restrict and direct the change process in that existing concepts, frameworks and classifications form 
the infrastructure of editing. However, those not all are the same everywhere and which one that 
dominates over setting may be not popular or unknown in another. Therefore, the editing of ideas 
reveals something about the institutional setting in which the ideas are formed as well as about the 
55 
 
ways in which a number of involved “editors” who (re)shape institutional rules are constrained by 
social control, conformism and traditionalism (Sahlin and Wedlin, 2008 in Baudot, 2014). 
Translation, alternatively termed the “travel of ideas” (Czarniawska and Joerges, 1996), 
encompasses editing yet at the same time is distinct from it in that translation points to change that 
not only modifies but also transforms ideas. The subtle difference being that translation is a process 
in which new elements inherited from the past (Czarniawska and Joerges, 1996, Campbell, 2004; 
Czarniawska and Sevon, 2005). As such, “translators’ edit not only through renaming, customizing 
or dropping parts but also adding elements, reinterpreting or even reinventing ideas (Sahlin-
Andersson, 1996). In the process of developing global institutions, translation necessitates their 
abstraction in order to travel across space and time (Czarniawska and Joerges, 1996). This moves 
the focus from actors’ constraints to actors’ capacity to abstract ideas that fit their own preferences 
and the specific circumstances in which they operate (Sahlin and Wedlin, 2008). 
Finally, one can distinguish an alternative type of diffusion, which involves an encounter 
between an idea or model and a rich, complex and unique context under the assumption that the 
peculiarities of the context affect both the path of diffusion and patterns of appropriation (Djelic, 
2008). Such an embedded encounter engages with translation but takes that variant of diffusion even 
further. Where translation points to actors’ capacity to modify and transform ideas and models in 
their own interest (Czarniawska and Joerges, 1996), “co-construction” entails the packaging (or 
repackaging) of ideas or models through mediation by a highly dense ecology of carriers of many 
kinds and many interests (Djelic, 2008). According to Djelic (2008), this network of carriers is 
instrumental to the process by which a collection of developments in different parts of the world is 
aggregated in the progressive building of an attractive package of ideas and models. Thus, one can 
envisage how understanding process of aggregation, or co-construction, imply a tracing of the role 
and impact of different carriers and their interactions (Djelic, 2008). This fits particularly well with 
the concept of path generation, which was previously noted as useful in the study of global standard 
setting. 
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Figure 5 Approaches of Convergences and Harmonization 
 
In practice, Chand and Patel (2011) states that there are five different approaches for 
convergence and harmonization of international accounting standards, ranging from the adoption of 
IFRS in their entirety at one end of the continuum, to no convergence or harmonization at the other. 
Those are the adoption of IFRS in their entirety, the adoption of IFRS selectively or with a time lag, 
and adoption of IFRS with amendments and additions to bring them in line with the local 
environment.   
The next is continuation with the local accounting standards, but in harmony with the IFRS 
and continuation with the local accounting standards or countries without a set of prescribed 
accounting standards (see Figure 3.3 for details).   
3.2.2 Level of Convergence 
Nowadays, the term of accounting convergence has replaced the term of accounting harmonization. 
According to IASB, accounting convergence is defined as the process of eliminating the present 
differences between national accounting standards and the avoidance of future differences to achieve 
international accounting harmonization. 
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Source: 
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The field of accounting convergence can be divided into two types, namely, formal (de 
jure) and material (de facto) convergence. Formal convergence refers to convergence among 
accounting regulations and material convergence refers to convergence among accounting practices 
(van der Tas, 1988; Tay and Parker, 1990; Tarca, 1998). Further, Haverty (2006) classifies both 
types of convergence into two components, the degree of disclosure and measurement criteria, 
thereby resulting in four forms of accounting harmonization (or convergence). The first is de jure 
disclosure convergence, which concerns regulations governing what is disclosed. Second is de jure 
measurement convergence, which concerns regulations governing how reported quantities. Third is 
de facto disclosure convergence, which concerns what corporations actually disclose, and fourth is 
de facto measurement convergence, which concerns how corporations actually measure quantities. 
3.3 Research Methodology 
3.3.1 Data Collection 
This study aims to explore setting the stage for convergence in Indonesia. The primary data of this 
study is the 2012 PSAK and the 2009 IFRS. The data were chosen because the 2012 PSAK is the 
latest of accounting standard in Indonesia that is close to the study period. In addition, the standard 
is IFRS version 2009 convergent. This study also refers to archival records to explain the motive of 
Indonesia to do convergence in accounting standards. The archival records were referenced both 
historically and almost real time to give the contemporary nature of the project under study. These 
categories include press articles on the topic of the convergence and press release and publications 
issued by actors involved in global standard setting. These documents were collected through 
examination of information published on the websites of the IAI and the IFRS global. 
3.3.2 Analysis  
This research analyzes the accounting convergence process in Indonesia viewed as the path of the 
change between local accounting standards and international or global standard standards. It 
analyzes complex phenomena and identifies characteristics and conditions of change during the 
process such as why Indonesia decides to change its standard, how to make local standards is 
comparable to international standards, and are any differences still exist after converging process. 
In understanding the contextual factors or motive to change, archival records were referenced both 
historically and almost real time to give the contemporary nature of the project under study.  
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To provide anchor for analyzing the process of convergence, the study focused on 35 
projects (standards) from the 2012 PSAK that have been converging with the IAS/IFRS standards 
in IFRS version 2009. For each project, relevant publications including original and revised 
standards and documents issued by the standard setters as part of the convergence effort, as well as 
reports and summaries issued by the global audit firms were reviewed. In reviewing these 
publications, the first step was to assess the approach to converging PSAK and IFRS. In this stage, 
convergence approaches based Chand and Patel (2011) were used to analyze the projects. The study 
also considers the degree of convergence by following the work of Peng and van der Laan Smith 
(2010) and Baudot (2014). Indeed, we make a comparison between the two standards and denote 
the degree of convergence between them as full, substantial, partial or no convergence. Full 
convergence is assigned to projects resulting in identical PSAK and IFRS standards (with a few 
minor exceptions that do not affect the substance of the standard such as differences in wording). 
Substantial convergence is assigned to projects where substance and principle of the new PSAK and 
IFRS standards is largely the same and is contrasted with partial convergence where the substance 
and principle is only somewhat the same or largely different. Finally, no convergence is assigned to 
those projects that produced PSAK and IFRS standards, which differ in substance and principle.  
3.4 Setting the Stage for Convergence in Indonesia 
3.4.1 Motivation to Convergence 
Indonesia is among very few countries where the accounting standard setting is still within the 
accounting profession. It is the DSAK (Dewan Standar Akuntansi Keuangan), an Indonesian 
accounting standard setter that supersedes the previous one KSAK (Komite Standar Akuntansi 
Keuangan) that is responsible for setting accounting standards in Indonesia; and it is funded by the 
association of accounting profession in Indonesia, the IAI. The DSAK consists of 18 members 
(Wahyuni 2013) representing both private sectors such as accounting practitioners, academics and 
public sectors such as capital market supervisory agency (Bapepam), the central bank (Bank 
Indonesia), Directorate General of Taxation (DGoT). For major decisions, the DSAK may consult 
with Accounting Standard Advisory Board (Dewan Komite Standar Akuntansi Keuangan, DKSAK). 
In its decision with regard to adopt IFRS, the IAI does not have a strong mandate from both 
parliament and the government (i.e., a statement from finance minister or Indonesian FSA 
chairman). Few influential individuals made the decision in 2004; and they are struggling in securing 
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supports from the government and other stakeholders. In other word, the institutional entrepreneurs 
must have campaigned very hard to persuade the doubtful parties, mobilize resources and secured 
political support to reach the current state at the moment where IFRS is almost fully incorporated to 
Indonesian local GAAP (Wahyuni 2013). 
There are several reasons why a country decides to adopt international accounting standards 
in full. For Indonesian case, according to Wahyuni (2013), three types of international pressures had 
jointly influenced the decision for adopting IFRS, namely, compliance to IFAC Statement of 
Membership Obligation (SMO) in 2004, World Bank Assessment for ROSC in 2004/2005, and 
2009/2010 and G20 commitment in 2009. 
Indonesia, as a member of IFAC, should obey the rules issued by SMO. The body issued 
Statement of Membership Obligation for which its member is advised to incorporate IFRS in to 
member’s national accounting requirement. The regulation then is stipulated in SMO No. 7 that is 
effective as of December 2004. Another pressure comes from the World Bank assessment through 
Report on the Observance of Standards and Codes (ROSC) issued in 2005. According the report, 
because it is difficult to comment regarding the quality of Indonesian accounting standards; 
therefore, the World Bank through the ROSC recommends Indonesia to adopt a full convergence to 
IFRS. Furthermore, the pressure to move into international accounting standards emerges from G20 
forum. Indonesia as a member of the G20 is under international radar to comply with G20 
recommendations, in particular, with regard to strengthen financial supervision and regulation by 
adopting IFRS. 
3.4.2 Making PSAKs Comparable to IFRSs 
The current set of Indonesian accounting standards (PSAK) is largely consistent with IAS/IFRS. In 
order to make Indonesian GAAP comply with international standards, the IAI employs two 
approaches, adoption of IFRS selectively or with a time lag and adoption of IFRS with amendments 
or additions to bring them in line with the business environment in Indonesia. 
Based on archival documents used in the present study, the attempts to adopt international 
accounting standards in Indonesia occurred in two phases. The first phase, 1994-2000, starts with 
the IAI’s decision to move away from U.S. GAAP and adopt IAS at the IAI quadrennial congress. 
The decision was driven by several factors (ADB 2003): 
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1. U.S. GAAP is fragmented and complex. It comprises several accounting research bulletins, 31 
APB opinions, over 140 FASB statements, and scores of interpretations and technical bulletins, 
statements of position, and accounting guides issued by AICPA, as well as other relevant 
professional literature. Among other things, translating and keeping abreast of this material is 
challenging.  
2. U.S. GAAP is inextricably intertwined with U.S. laws and legal precedents—factors not easily 
transferred to another country.  
3. U.S. GAAP is rules-based rather than principle-based.  
4. IAS has been developed in a consistent manner and is less than complex to apply. 
During this period, the development of accountancy strategy is emphasized to use IAS as 
the primary reference for Indonesian accounting standards. TA from the Accountancy Development 
Project II was designed to: (i) formulate 40 accounting and 16 auditing standards; (ii) process them 
through draft exposure, public hearing, adoption by the IAI’s professional committees and final 
projection; (iii) support MOF’s efforts to train key personnel to eventually lead the IAI; and (iv) 
develop and begin executing a CPE program for IAI members. 
Accordingly, the IAS Framework provided the PSAK foundation. First, existing IASs were 
translated and directly adopted (e.g., IAS 24 Related Party Disclosures, 1984). IASs that were 
irrelevant to Indonesian conditions were not adopted (e.g., IAS 29 Financial Reporting in 
Hyperinflationary Economies, 1989). Second, IAS was compared with U.S. GAAP and, where 
significant gaps were identified, U.S. standards were directly adopted. For instance, there was no 
IAS on intangible assets—this gap was plugged by APB Opinion no. 17 (1970) Intangible Assets 
(In 2002, DSAK replaced the U.S. standard with IAS 38 Intangible Assets, 1997). Third, Uniform 
Accounting Plans influenced standards development; PSAKs were developed for specific sectors. 
In some cases, these PSAKs were  based on U.S. GAAP. In all cases, they were developed in line 
with the IAS Framework (e.g., PSAK 37 Accounting for Toll Roads, 1997). Fourth, standards were 
developed to reflect the accounting requirements of Indonesian legislation (e.g., PSAK 40 
Accounting for Changes in the Equity of Subsidiaries or Associates, 1997, reflects Indonesian 
Corporation Regulations). 
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In summary, PSAKs during this period are an amalgam of three accounting systems: IAS, 
U.S. GAAP and Uniform Accounting Plans (see Figure 3.3). They represent an attempt to combine 
the best aspects of each system, within an overarching IAS Framework.  
Figure 6 Structure of Indonesian GAAP as of June 31, 2002 
 
Source: (ADB 2003) 
The figure above is about the analysis of the 57 PSAKs at 31 June 2002. The figure reveals 
that: 27 have direct IAS parents. For instance, PSAK 2 Cash Flow Statements is IAS 7. 14 come 
directly from U.S. GAAP. For instance, PSAK 3 Interim Financial Statements is APB Opinion No. 
28 (1973). 10 give specific sectoral guidance. For instance, PSAK 29 Accounting for the Oil and 
Gas Industry provides sectoral financial reporting rules—it is based on U.S. SFAS 19, 25 and 69, 
together with Indonesian Oil and Gas Regulations. 6 have been developed for other purposes. For  
instance, PSAK 47 Accounting for Land reflects Indonesian Land Regulations. All PSAKs were 
developed consistent with the IAS Framework. 
The second phase is in 2004 when Indonesia has formally decided to fully adopt IAS/IFRS 
and abandoned the U.S. GAAP in 2004 by targeting that fully adoption could happen on 2008. By 
employing a general approach, the program of converging national standards with IAS/IFRS is slow 
due to lack of inadequate resources. Hence, the target year is extended twice, from 2008 to 2010 and 
2012. The DSAK then undertakes a serious effort in 2009 to expedite the convergence process. As 
a result, within six months, the board has issued 15 IFRS-based standards consisting of 10 new 
standards and 5 interpretations. Today, the structure of PSAK shows that 95% of the standards have 
converged with IFRS (Sinaga 2011). The IAI does not adopt two standards, IFRS 1 First-time 
Adoption of International Financial Reporting Standards and IAS 41 Agriculture, because the 
former has been considered or included in the transitional provision in the individual standards or 
Direct IAS
46%
US GAAP
25%
Sectoral
18%
Other
11%
62 
 
interpretations and the latter will be adopted after revised by the IASB (PricewaterhouseCoopers, 
2012). Experienced two times of delaying fully IFRS/IAS adoption from targeted years, 2008 and 
2010, Indonesia has finally met the goal in 2012. The 2012 PSAK consists of 95 per cent standards 
that were convergent with IFRS/IAS as presented in Figure 2.  
Figure 7 Progress Report of IFRS/IAS Convergence in Indonesia 
 
Source: Sinaga, 2011 
The rush of IFRS convergence taken place from July to December 2009. Within the period, 
DSAK issued ten new standards and five interpretations, in which all are translated from IFRS/IAS. 
This is a significant increase from previous years where DSAK only issued two standards in 2006 
and 2008 and three standards in 2007. In 2010, DSAK issued more exposure drafts and ratified seven 
new standards and three interpretations. In 2011 DSAK continued to issue 16 standards and 8 
interpretations, some of them are revision. By January 2012, all IFRS as of 1 January 2009 has been 
effective except for IFRS 1 First Time Adoption and IAS 41 Agriculture (Wahyuni 2013). 
The reasons for not adopting the two are, IFRS 1 First-time Adoption of International 
Financial Reporting Standards has been considered or included in the transitional provision in the 
individual standards or interpretations. On the other hand, IAS 41 Agriculture will be adopted by 
after it is revised by the IASB. The IAS 41 model currently is not considered to be compatible with 
the agricultural environment on Indonesia. Unlike IAS 41 that requires the agriculture to be 
measured at fair value, the accounting for agriculture under PSAK is still based on historical costs 
(PricewaterhouseCoopers, 2012). 
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3.4.3 Degree of Convergence in Indonesia 
De jure convergence between national accounting standards (the PSAK) and IFRS has resulted in 
the PSAK version 2012 is very close to the IFRS version 2009. However, since the PSAK is not 
fully adopted the IFRS, the level of PSAKs that have converged with IFRSs are not similar. In other 
word, differences between the two standards remain to exist. 
PSAK version June 2012 consists of 40 standards. Most of the standards were IFRS version 
2009 convergent. After reviewing convergence at the standards level, the degree of convergence can 
be categorized into four levels; that is, not adopted, consistent with IFRS in all significant respects, 
not yet adopted amendments being made in the referred IFRS, and adoption with the exception (See 
Table 11 for detail). 
IFRS 1 First-time Adoption of International Financial Reporting Standards and IAS 41 
Agriculture are international accounting standards that are not adopted by the 2012 PSAK. The IAI 
has decided that both of them will not be adopted for any reasons. For IFRS 1, since the standard 
has been considered or included in the transitional provision in the individual standards or 
interpretations, the IAI will not adopt this standard. In addition, IAS 41 will be not adopted by after 
the standard is revised by the IASB. According to the IAI, the current model of IAS 41 is 
incompatible with the agricultural environment within Indonesian context. While accounting for 
agricultural under the 2012 PSAK is still based on historical costs, the IAS 41 requests it to be 
measured at fair value. 
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Table 11 Degree of Formal Convergence between PSAK and IFRS 
IAS/IFRS PSAK Degree of Convergence at Accounting Standards Level 
Full 
convergence 
Adoption 
with 
exception 
Not yet adopted 
amendments being made 
in the referred IFRS 
Not 
adopted 
IFRS 1 -    √ 
IFRS 2 53 √    
IFRS 3 22   √  
IFRS 4 62  √   
IFRS 5 58 √    
IFRS 6 64 √    
IFRS 7 60   √  
IFRS 8 5 √    
IAS 1 1  √   
IAS 2 14 √    
IAS 7 2 √    
IAS 8 25 √    
IAS 10 8  √   
IAS 11 34 √    
IAS 12 46  √   
IAS 16 16 √    
IAS 17 30 √    
IAS 18 23 √    
IAS 19 24 √    
IAS 20 61 √    
IAS 21 10 √    
IAS 23 26 √    
IAS 24 7 √    
IAS 26 18 √    
IAS 27 4  √   
IAS 28 15  √   
IAS 29 63 √    
IAS 31 12  √   
IAS 32 50  √   
IAS 33 56 √    
IAS 34 3 √    
IAS 36 48 √    
IAS 37 57 √    
IAS 38 19 √    
IAS 39 55   √  
IAS 40 13 √    
IAS 41 -    √ 
  24 8 3 2 
Most of accounting standards in the 2012 PSAK have been consistent in all significant 
respects with the referred IAS/IFRS. 24 out of 37 standards have converged with IAS/IFRS 
compliant in all significant respects. Those are PSAK 2, 3, 5, 7, 10, 13, 14, 16, 18, 19, 23, 24, 25, 
26, 30, 34, 48, 53, 56, 57, 58, 61, 63, and 64. Furthermore, PSAK 1, 4, 8, 12, 15, 46, 50, and 62 are 
consistent with the referred IAS/IFRS except for certain items. For example, PSAK 62 that adopts 
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from IFRS 4. In this regard, the requirement in IFRS 4 to measure the insurance liabilities on an 
undiscounted basis is not adopted by the PSAK 62 because this contradicts to PSAK 28 and PSAK 
36, which are both PSAKs to complement the requirement in PSAK 62. In addition, there are no 
standards in IFRS/IAS, which are equivalent to PSAK 28, and 36. The last type of difference at the 
level of de jure convergence is not yet adopted amendments being made in the referred IFRS. Those 
are PSAK 22, 39, and 60.  
Table 11 also represents the differences between the 2012 PSAK and IFRS version 2009 
(see Appendix 1 for detail differentiation between PSAK and IFRS). There is a least three reasons 
as why this is the case, namely: gradual and selective adoption with modification in the process of 
convergence; the fast pace of IFRS developments; and translation issue. As Indonesian implements 
a gradual and selective approach to IFRS convergence, there will certainly be the delay in the 
adoption of recent standards issued by the IASB, leading to the gap between Indonesian national 
standards and IFRS. Moreover, IFRS convergence in Indonesia has never been aimed to produce a 
direct word-to-word translation of IFRS standards. Instead, the Indonesian accounting standards 
board prefers selective IFRS adoption with minor modifications to make the standards consistent 
with the Indonesian business and legal environment. As a result, there are a number of differences 
between certain Indonesian accounting standards and their respective IFRS equivalent standards, 
although the differences are not considered substantial. An example of the differences between the 
two sets of standards due to business environment considerations in the presentation of consolidated 
and separate financial statements. Under Indonesian accounting standards, this issue is regulated 
under the PSAK 4 Consolidated and Separate Financial Statements, adopted from the IAS 27. 
Unlike the IAS 27, the PSAK 4 does not provide the exemption for parent companies not to present 
consolidated financial statements as such exemption is not consistent with the Indonesian 
regulations. Furthermore, the decision to defer the adoption of IAS 41 Agriculture has also caused 
a number of Indonesian accounting standards not to cover issues on biological assets. 
The continuing revision of the IFRS and publication of new accounting standards has also 
made the Indonesian equivalents of IFRS not reflect the subsequent amendments in the IFRS. Most 
of the current Indonesian accounting standards is adopted from IFRS standards that were revised as 
of 2009. Hence, particular issues in the IFRS standards that have been changed after 2009 have not 
been addressed in the Indonesian accounting standards pronouncements as of 31 December 2012. 
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The time gap in the Indonesian IFRS adoption program can be related to the implementation of due-
process in standard setting that requires the DSAK to follow certain phases in proposing new 
standards. 
The lag of the Indonesian IFRS-equivalent standards behind the IFRS may also stem from 
translation issues. As the original pronouncement of the IFRS standards is published in English, 
IFRS convergence in Indonesia also involves a process of translating the standards into Bahasa 
Indonesia. Studies have shown that when the IFRS are adopted in non-English speaking countries, 
translating the IFRS standards from English to different national languages can delay the 
convergence process (Larson and Street 2004). Furthermore, translating the IFRS is also subject to 
the risk of inaccurate translations that leads to inconsistency between the IFRS standards and their 
respective translations (Hellmann et al. 2010; Dahlgren and Nilsson 2012; Baskerville and Evans 
2011). 
Since the IASB was established in 2001 to replace the International Accounting Standard 
Committee, it has been aiming at developing “a single set of global financial reporting standards 
that will be both understandable and enforceable” (Pickard, 2007, p. 1). The vaunted advantages of 
uniform global accounting standards have been well publicized by IFRS proponents, including 
reducing information risk and cost of capital, increasing transparency, facilitating cross-border 
investing, and enabling economic growth. Some 100 countries are now at various stages of 
converging their national accounting standards with IFRS (Tweedie, 2006a; KPMG, 2006), yet 
concerns still exist about whether uniformity in standards, also referred to as de jure convergence, 
is feasible (Holthausen, 2009). Evidence from academic research has shown that, even for countries 
that have claimed adoption of IFRS, de jure convergence has not yet been achieved (Street, 2003; 
Barth et al., 2008; Djatej et al., 2008). For example, in January 2005, the European Union (EU) 
began full IFRS adoption, but FVA was partially rejected (Jeffery, 2004; Whitney, 2004). 
Even if uniformity in standards can be achieved, another concern is that the “veneer of 
uniformity” in standards may conceal real differences in financial reporting quality (Ball, 2006, p. 
5). In other words, de jure convergence may not lead to converged accounting practices (de facto 
convergence). Countries are likely to implement IFRS at different speeds and with varying 
effectiveness, which may create a false impression that “there is more uniformity in practice than 
actually is the case” (Ball, 2006, p. 15). Hail et al. (2009) note that reporting incentives can 
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overwhelm the impact of standards, such that a single set of global standards is unlikely to produce 
reporting outcomes that are comparable across countries or even within countries. In a similar vein, 
Holthausen (2009) argues that uniform accounting standards will not result in comparable financial 
reporting around the world unless the underlying institutional and economic factors also become 
more similar than they are currently. He further notes that similar financial reporting across countries 
may not be the most desirable outcome if the underlying institutions and economics are dissimilar. 
Overall, these studies express concerns that standards not converged in practice will lead to the 
undesirable outcome of producing financial information that is “uniform” only in form, not in its 
faithful representation of actual underlying economic conditions and performance. 
Furthermore, in explaining the level of material (de facto) convergence, Haverty (2006) 
classifies it into two components, the degree of disclosure and measurement criteria. Material (de 
facto) disclosure convergence concerns what corporations actually disclose and material (de facto) 
measurement convergence concerns how corporations actually measure quantities (see Appendix 
2). 
3.5 Conclusions 
The purpose of this chapter is to explore the dynamics of convergence program in Indonesia. By 
using content analysis approach, the first study focuses on reviewing the convergence process in 
Indonesia. According to archival documents that are relevant to the study, the decision to adopt 
international accounting standards in Indonesia can be categorized into 2 phases, 1994–2000 and 
2004–now.  The decision to adopt international accounting standards (IAS) in the first phase is 
driven by several factors such as complexity of current standards (U.S. GAAP) (at that time 
Indonesia adopts U.S. GAAP). At the same time, IAS has been developed consistently and less 
complex. The second phase, decision to adopt IFRS takes place because of some international 
pressures, such as compliance with IFAC SMO, commitment to G20 forum, and World Bank 
assessment. 
In adopting IFRS, Indonesia has implemented a gradual approach, that is, IFRS standards 
are adopted in several phases with minor modifications. The reasons are first, to provide some time 
to Indonesian companies to become familiar with the new standards and second to align the newly-
adopted IFRS standards with Indonesian business environment and regulatory framework. This 
approach has an impact on the degree of formal (de jure) convergence, that is, not adopted, consistent 
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in with IFRS in all significant respects, not yet adopted amendments being made in the referred 
IFRS, and adoption with the exception.  
The degree of convergence at level accounting standards leads to remaining differences 
between the 2012 PSAK and the referred IFRS. Furthermore, other factors such as gradual and 
selective adoption with modification in the process of convergence; the fast pace of IFRS 
developments; and translation issue have also caused for differences.  
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CHAPTER 4: COMPANIES’ COMPLIANCE WITH IFRS-BASED PSAK 
DISCLOSURES 
4.1 Introduction 
This chapter is an exploratory study analyzing transparency issues after implementing IFRS-based 
PSAK. Assuming IFRS is principle-based reporting system, it requires companies to disclose 
accounting policies, judgments, and estimates, as well as additional qualitative and quantitative 
information related to significant accounting transactions. It is expected that the increased 
disclosures will provide additional clarity and guidance to the users of financial statements. In 
another word, implementing IFRS-based PSAK calls for entities to disclose more disclosures. By 
using a self-constructed index, this chapter answers RQ2. To what extent are non-financial 
companies listed on the Indonesian Stock Exchange discloses information in their financial reporting 
after implementing IFRS-based PSAK?  
The main objective of this chapter is, first, to assess the degree of compliance with IFRS-
based PSAK financial accounting standards among listed companies of the Indonesian Stock 
Exchange for the year ending 2012. The second purpose is to assess whether a number of 
independent variables (liquidity, size, ROE, leverage, audit firm size, and manufacturing sector) are 
associated with the levels of financial disclosures. 
A number of studies have investigated the level of companies’ compliance with IFRS 
disclosures and the factors affecting such compliance. Studies conducted on the developed countries 
(Cooke, 1989; Yeoh, 2005; Iatridis, 2008) showed a high degree of compliance. On the other hand, 
studies conducted in emerging countries (Owusu-Ansah, 1998; Akhtaruddin, 2005; Abdelsalam and 
Weetman, 2007; Aljifri, 2008; Al-Shammari et al., 2008; Hossain and Hammami, 2009; Al-
Mutawaa and Hewaidy, 2010; Tsalavoutas, 2011; Abdullah and Minhat, 2013) were low. It is 
supposed that weak enforcement in developing countries has encouraged non-compliance. 
Nevertheless, most studies agreed that the release of information is useful to investors when making 
decisions (Cooke 1989), mitigates conflict between principals and agents, enhances the value of 
companies (Lobo and Zhou 2001), and reduces financial and auditing costs for listed companies 
(Levich 2001, Mayhew, Schatzberg and Sevcik 2001, Spathis 2002). 
In Indonesia, a few studies have examined the level of companies’ compliance with 
accounting standards. Craig and Diga (1998) analyzed corporate annual report disclosure practices 
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in five ASEAN countries, Singapore, Malaysia, Indonesia, Thailand, and the Philippines, using 
sample data of 145 public companies listed on ASEAN stock exchanges. Among these countries, 
the level of companies’ compliance in Indonesia was the lowest. Setyadi et al. (2009) reviewed the 
same issue by using a single data set of Indonesian companies and found that the extent to which 
listed companies complied with accounting standards was low. Both sets of research used sample 
data from financial reports before referring to accounting standards that were IFRS convergent and 
noted that weak enforcement was the reason for non-compliance. 
The present study aims to rectify the gaps in prior studies by employing sample data for 
which national accounting standards were fully IFRS/International Accounting Standards (IAS) 
2009 convergent. It also expands the empirical literature about accounting compliance in Indonesia 
and thereby benefits Indonesia's financial markets. Moreover, the study aims to analyze the impact 
of IFRS-based PSAK implementation to establish whether it helps the program of the Indonesian 
Institute of Accountants. Accounting compliance is a critical issue for Indonesian capital markets 
because it encourages confidence, protects stakeholders, and contributes to the national economy by 
encouraging conformity with rules set by the Bapepam-LK 6  (the Capital Market Supervisory 
Agency) for the running of Indonesia’s businesses (Setyadi, et al. 2009). This empirical study 
provides useful information to fulfill these goals. 
The remainder of the paper is organized as follows: Section 4.2 discusses motivational 
factors for compliance with disclosure of financial reporting. Section 4.3 outlines theoretical 
framework followed by the discussion of research design employed in this study that is presented in 
section 4.4. The findings of the present chapter are presented in section 4.5. Section 4.6 concludes 
with a summary of discussions.  
4.2 Literature Review  
This section discusses a detailed review of the main literature relevant to the research problem of 
this chapter. A detailed review of the literature helps provide a framework for the study and serves 
the function of discovering findings from previous research on the general problem. It also helps to 
establish what theories are relevant to the study being undertaken as well as assists in establishing 
an appropriate research methodology and research procedure to study the problem. 
                                                          
6 As of 2012, the Bapepam-LK, in its role as the supervisory body for the capital market, has been replaced 
by the OJK (Otoritas Jasa Keuangan: Indonesia Financial Services Authority). 
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4.2.1 The Disclosure of Financial Reporting 
The term disclosure is broad and encompasses the release of any piece of information about a 
particular company. It includes everything contained in the company’s annual report, newspaper and 
magazine stories, and so on (Mueller, Gernon and Meek 1997).  In specific term, Cooke (1989) 
defines disclosure as those items in corporate annual reports that are relevant and material to the 
decision-making process of users who are unable to demand information for their particular needs. 
Further, it is predicted that the scope and extent of financial reporting disclosures would broaden 
considerably in the future since this trend is expected to continue because of the accelerating 
movement toward globalization of trade and investments. In addition, the environments in which 
company operates may also contribute to increased disclosures (Iqbal, Melcher and Elmallah 1997). 
For this thesis, however, the focus is only about disclosures contained in annual reports or, more 
specifically, annual report information besides that in the main financial statements – a statement of 
financial position, a statement of comprehensive income, a statement of changes in equity, and a 
statement of cash flows. 
Disclosures in financial reports are often classified as either financial or nonfinancial. 
Financial disclosures consist of those items of information quantifiable in monetary amounts 
(Rupiah, for Indonesian companies). The figures of assets, for example, inventories and property, 
plant and equipment accounts presented in the statement of financial position are also shown in a 
footnote in more detail. For instance, how much of finished goods, raw materials, work in process, 
and so on was displayed as additional information to the figure of inventories presented in the 
statement of financial position. Similarly, when a company signs a long-term contract obligating it 
to rent the property for a number of years, that obligation does not fit the definition of a liability and, 
therefore, will not appear on the statement of financial position. However, because cash has been 
committed for future years, much like the commitments that are considered liabilities, companies 
generally show lease obligations in footnotes. In addition, a company is a defendant in a lawsuit, 
and it wants shareholders to know the amounts of potential damages it may be liable for. The case 
may not have progressed far enough in the courts for the defendant to know whether it will actually 
have to pay damages. And so, in the meantime, it reveals in a footnote the general circumstances 
surrounding the lawsuit. These are all types of financial disclosures seen appear in the financial 
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statements themselves. They are disclosed in footnotes (or elsewhere in the annual report) to more 
fully inform the reader about the company's financial well-being. 
Nonfinancial disclosures are either (1) narrative descriptions, facts, or opinions that do not 
readily lend themselves to quantification in monetary terms or (2) items of information quantified 
in something other than money. An example of the latter is data about the number of employees 
located in each country. (Labor costs per country are a financial disclosure, but number of employees 
is nonfinancial). Nonfinancial disclosures may be just another way to express things that are already 
expressed monetarily in the financial statements and financial disclosures. However, not everything 
can be expressed monetarily, and nonfinancial disclosures can be very important, too (Mueller, 
Gernon and Meek 1997). 
Discussion about disclosures can also be distinguished based on whether they are required 
or suggested, or whether they are voluntary. While most countries require certain disclosures to be 
made by companies operating within their borders, the amount of disclosure required varies by 
country. Often the GAAP of a particular country will also suggest items to be disclosed in 
companies' annual reports. Many companies, though, disclose information that is neither required 
nor recommended; that is, some disclosures are completely voluntary. Disclosures that are required 
or suggested in one country may be voluntary in another, and vice versa. 
Companies sometimes disclose more than they have to suggest that they perceive some 
advantages in doing so. In particular, it appears that the worldwide competition for investment funds 
is the most important force propelling increased levels of disclosure by multinational corporations. 
MNCs significantly increase disclosure whenever they seek major amounts of new funds. Further, 
disclosure can also enlarge the scope of the interest in a company by expanding the annual's report 
audience. After all, the annual report is the major vehicle for getting people interested in what 
company is doing. The disclosure enables the firm to maintain the primary orientation of its financial 
statements and provide information of interest to other parties as well (Mueller, Gernon and Meek 
1997). 
It is widely acknowledged that a corporation’s accountability extends to parties beyond 
investors and creditors for two reasons. First, society entrusts the corporation to manage scarce 
resources, making it accountable to society. A corporation should provide information to enable 
members of society to assess its performance in managing and protecting scarce resources. Second, 
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the corporation’s operations affect the quality of life and standard of living of individuals who may 
be neither investors nor creditors. Such individuals should be able to have access to information so 
that they may review, assess, and influence the activities of the corporation. This wider concept of 
corporate responsibility has been recognized for decades. The users of financial reports thus include 
varied groups such as suppliers, customers, employees, workers’ unions, regulatory agencies, and 
people residing in areas where the corporation’s operations are located (Iqbal, Melcher and Elmallah 
1997). 
4.2.2 Motivation for Compliance with the Disclosures of Financial Reporting  
Disclosures are made to provide information to decision makers so that they can make informed 
decisions. Conceptually, there are two major socio-economic reasons for disclosures. First is to 
minimize risks to capital providers. Information provided in the disclosures is useful to investors to 
weigh the predicted returns of each alternative against the associated risks. Second, to inform various 
parties are having relation with companies' activities and operations so as to they enable to influence 
corporate actions if they so desire after reviewing the financial reporting disclosures. 
In the practical level, there are several motivational factors for corporations to make 
financial disclosures. The first is due to the internationalization of capital markets. As global markets 
are already a reality, corporations are now able to raise capital from sources in different parts of the 
world. Regulatory agencies set the minimum disclosure requirements for the companies listed on 
stock exchanges. Corporations may choose to disclose voluntarily additional information for self-
interest. The corporation may be able to obtain capital at lower cost by reducing uncertainty and 
associated risks to the capital providers by a combination of required and voluntary disclosures.  
Second, in some countries, e.g., Germany and Japan, statutory and legal requirements 
prescribe the accounting treatment of transactions. In such countries, company law and taxation 
systems are the most important influences on accounting. A significant impact of MNCs on a nation's 
social, economic, and ecological environments has resulted in the enactment of many new statutes 
and laws in recent years requiring additional disclosures. Third, accounting profession in certain 
countries, such as Canada, U.S., and U.K., determines financial reporting disclosure requirements. 
The standard-setting process includes open deliberations, and diverse interest groups are given 
opportunities to provide input. Internationalization has compelled the accounting profession in such 
countries to address some issues that previously had not received much attention. Segment reporting, 
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consolidation, and foreign currency exchange are just a few examples. Moreover, additional 
disclosures are being required to enhance comparability of financial statements that are prepared 
using generally accepted accounting principles of different countries. 
Fourth, some groups may be able to require a corporation to make specific disclosures due 
to their influence and power. For example, a labor union may successfully negotiate specific 
disclosures on matters such as safety conditions, work-related injuries, and classification of 
employees by age, sex, etc. Fifth, corporations may make voluntary disclosures when benefits are 
expected with little or no risk of adverse effects. Some of the reasons for voluntary disclosures are 
presented below: 
- Educating the users of financial reports regarding operating conditions, future prospects, 
reasons for certain corporate actions, etc. 
- Image building may generate goodwill for future economic benefits. Examples include 
disclosures of expenditures made beyond the minimum environmental regulation 
requirements, scholarship funds for minority college student, and training programs for local 
managers to prepare them for higher-level management positions. 
- Avoidance of potential governmental regulation or control. The corporation may make 
voluntary disclosures in self-interest if there is a risk that non-disclosures may result in legal 
regulations or control. The purpose is to forestall any future governmental action that may have 
potential adverse effects. In such cases, just enough information may be disclosed to "let the 
steam out" of an issue. The extent of such voluntary disclosures is a matter of judgment. 
- Lower cost of capital. Voluntary disclosures are above and beyond what is required by 
regulators. A corporation competing with other MNCs in global markets may find it 
advantageous to provide voluntarily additional disclosures. Everything else being equal, capital 
providers would choose company A over companies B and C if they perceive company A to 
carry lower risk. This perception of lower risk may be a direct result of voluntary disclosures 
made by company A to remove or reduce uncertainties about its prospects. 
From theoretical framework, there are some possible theories explaining the issues (e.g., cost-
based theories; agency-theories; capital market based theories).  
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Agency theory 
Agency theory views a company as a nexus of contracts. According to this view, an organization 
can be widely described by the set of contracts it enters into (Scott W. R., 2012). These agreements 
are put in place with the intention of ensuring that all parties, acting in their self-interest, are the 
same time motivated towards maximizing the value of the organization (Deegan C. M., 2007). This 
view is consistent with the definition of a corporation by Smith and Watts (1983) as follows: 
“… a set of contracts among various parties who have a claim to a common output. These 
parties include stockholders, bondholders, managers, employees, suppliers and customers. 
The corporation has an indefinite life and the set of contracts which comprise the 
corporation evolves over time.” 
As these contracts include various contracting costs, the firm as an agent will want to 
minimize the costs. These include costs of negotiation, costs of arising from moral hazard 
and monitoring of contract performance, costs of possible renegotiation or contract 
violation that should be anticipated, even arise during the term of the contract, and expected 
costs of bankruptcy and other types of financial distress. Contracting costs are also affected 
by the firm's capital structure since bonds and shares represent contracts between the firm 
and its capital providers. 
In particular term, the relationships between agents (companies' managers) and principals 
(shareholders) can provide an explanation why manager incentives to disclose more information. 
The separation between two parties about ownership and control creates conflict between them; 
particularly if any individual's main purpose is the maximization of his or her personal wealth, (i.e. 
if a party acts in self-interest, the conflict of interest between the two increases). These interest 
conflicts, agency costs rise, and managers have an incentive to reduce these agency costs. According 
to Morris (1987), disclosing more information is one way to reduce the dispute. 
In order to reduce the agency costs from internal mechanisms Jensen and Meckling (1976) 
suggest that it could be eliminated if incentives, including bonding and compensation plans, are 
provided to managers. Additionally, monitoring procedures, including the production of accounting 
reports, could facilitate this purpose (Morris, 1987). Further, Fama (1980) argues that agency costs 
can be reduced to zero by market forces within and external to the company (Morris, 1987). In fact, 
Fama and Jensen (1983a; 1983b) suggest three market-related safety measures – known as “market 
discipline”: the market for managerial skills; the market for corporate control; and the market for 
corporate securities (Leventis, 2001). 
The first relates to the reputation of management which in the long-run will "pay off" 
managers for being trustworthy and efficient. This issue motivates managers to act in the interest of 
principals (Coughlan and Schmidt 1985). Second, Jensen and Ruback (1983) describe the market 
76 
 
for corporate control as "an arena in which executive teams compete for the right to manage 
corporate resources." Thus, Coughlan and Schmidt (1985) explain that poorly managed and 
inefficient companies can become targets for take-over bids. The threat of hostile acquisitions may 
act as an incentive for managers to pursue shareholders' wealth maximization. Finally, Benston 
(1982) argues that share prices reflect managerial effectiveness, and this is rewarded when 
companies seek finance from securities markets. This activity also results in managers pursuing the 
maximization of shareholders' wealth. 
Based on the above, it may be argued that increased mandatory disclosures reduce agency 
costs deriving from information asymmetries and strengthen the reputation of the management. 
Thus, management has incentives to provide a high level of compliance with IFRS mandatory 
disclosures. 
Although being very influential and extensively employed in the literature, agency theory 
has been heavily criticized (Ogden 1993, P. Armstrong 1991, Puxty 1985). For example, Tinker, 
Merino and Neimark (1985) have stressed that agency theory ignores socio-economic context and 
institutional background. In support of this, one could argue that agency theory may not be relevant 
for the present study because of the particular institutional context of Greece. As discussed above, 
there is high ownership concentration in Greece and family owners tend to be involved in the 
management of companies, thus reducing the separation of ownership and control. 
 
Costs based theories 
Watts and Zimmerman (1978) argue that large and highly profitable companies are sensitive to the 
public eye. Various groups such as the government, employee unions, and environmental lobby 
groups tend to pay excessive attention to the companies (Deegan and Unerman 2008). Politicians 
could act against the companies with the argument that it is in the "public interest," even though they 
do for their interest to gain more vote. According to Lim and McKinnon (1993), this political issue 
motives a company to provide high-level voluntary disclosure. Concerning mandatory disclosures, 
not complying with the disclosure regulation might cause politicians to provide extra motivation to 
scrutinize companies' financial statements. Accordingly, it can lead to the regulatory body to identify 
instances of non-compliance that a company had done and then to inform the government about its 
disobedience. Based on this information, the government may attract to see companies activities 
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regarding obeying other regulation such as tax regulation. As a result, the government could conduct 
tax audits resulting tax penalties. Thus, this political approach is one of the motivations of a company 
to disclose full disclosure. 
Another method that relevant to the motivation issue is information costs, both direct and 
indirect costs. Managers consider the trade-off between the direct and indirect costs and benefits 
when making a rational decision concerning complying, in particular, with mandatory disclosures. 
Issuing of disclosure regulation might lead to increase direct information costs for training staffs, 
hiring consultants, gathering the information, processing and presenting it (Benston 1985). The lack 
of the direct information costs could result from investors. This situation might cause them to 
discount a firm's shares as they must obtain and analyze data about the firm, which they would like 
to invest their funds. In the absence of the firm's disclosure, investors will gather the information 
from other sources, and they incur costs while doing so. Consequently, investors discount the price 
they are willing to pay to purchase a firm's shares. Since entities find that disclosing additional 
information to investors is beneficial (to mitigate the undervaluation of the firm's stock), they are 
then motivated to disclose all relevant information. 
Similarly, indirect information costs arising from the impact of disclosure on companies' 
activities or/and decisions could discount a company's shares. Information asymmetry takes place 
when there is lack information between two parties, firms and investors. It can cause the increase of 
firm's capital cost then leading to "adverse selection" between firms as sellers and investors as buyers 
of those securities. Firms, to mitigate this imperfect information, tend to disclose full information. 
In the long-term, this adverse selection tends to reduce the liquidity of an entity's securities 
(Copeland & Galai, 1983; Glosten & Milgrom, 1985). 
Botosan (1997) studies an empirical assessment of the quantifiable benefits of increased 
disclosure. She examines the association between disclosure level and the cost of equity capital by 
using a sample of U.S. firms. Then she regresses firm-specific estimates of the cost of equity capital 
on market beta, firm size and a self-constructed measure of disclosure level to measuring disclosure 
level. The test is based on the amount of voluntary disclosure that 122 U.S. manufacturing firms 
provided in their 1990 annual reports. The findings show that greater disclosure is associated with 
lower equity capital costs. However, the study finds statistically significant, the negative relationship 
only for firms with limited analyst following. For firms with extensive analyst following, no 
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evidence of association is evident. She attributes the lack of evidence on the relationship between 
disclosure and equity cost to the disclosure measure she uses in her study. She notes that this 
disclosure measure is limited to information in the firms' annual reports, which might not provide a 
powerful proxy for the overall disclosure level when analysts play a significant role in the 
communication process. 
Similar to Botosan (1997), Botosan and Plumlee, 2002) explore the association between 
disclosure and equity cost. They confirm Botosan's 1997 findings and provide evidence that firms 
with the greater disclosure in their annual reports experience lower equity capital costs. This 
disclosure benefit also extends to reducing the cost of debt capital (Sengupta 1998). 
In contrast, the study of Verrecchia (1983) finds that a “proprietary cost limits disclosure.” 
She argues that the release of greater information about a firm, either favorable or unfavorable is 
useful to competitors, investors or employees in a way that could threaten the firm’s prospects and 
competition position. Accordingly, it could decrease cash flows in the futures. It seems that the 
potential threat associated with the disclosure causes firms to limit their disclosure levels when 
proprietary costs arise. Similarly, Healy and Papelu (2001) finds that companies tend not to disclose 
information when proprietary costs arise. The companies have an incentive not to disclose 
information since it could reduce their competitive position even if doing so increase the cost of 
raising additional equity, i.e. there is a cost—benefit trade-off. 
 
Market based theories 
One of the approaches to market theories is signaling theory that is concerned with problems relating 
to information asymmetries in markets and illustrates how a party can reduce these asymmetries 
with more information signaling it to others (Morris 1987). Before this, Akerlof (1970) demonstrates 
that, in the existence of uninformed buyers, all products are valued at an average price based on 
buyers' perceptions about the quality of the goods, but not their actual quality. This knowledge 
implies an opportunity loss for the sellers of higher quality products because the latter could have 
been sold at a higher price, i.e. the adverse selection problem discussed above. However, this loss 
can be reduced by communicating the higher quality of the products. 
As far as corporate disclosures are concerned, managers with information that implies 
larger companies' valuations than those assigned by the market will increase their disclosures with 
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the intention that share prices will be revised upwards (Lev and Penman 1990). In contrast, managers 
with information that implies values lower than those set by the market as the company being a 
"lemon," i.e. co information are perceived as weak information (Akerlof 1970). This condition will 
result in these firms' shares being revalued downwards. Subsequently, this downward price revision 
of non-disclosing companies will encourage even further those companies with "good news," to 
"screen" themselves out of the group by disclosing this information. This process continues "until 
the positions of all firms in the valuation hierarchy are identified" (Lev and Penman 1990). 
The "market for lemons" perspective provides an incentive for managers to release 
available information as failure to do so may lead to an increase in agency costs. Thus, "non-lemon 
owners have an incentive to communicate" (Spence 1974). However, some studies which model 
signaling effects (Skinner 1994, Teoh and Hwang 1991) argue that managers of good companies 
may withhold the "good news" for a short period (Lev and Penman 1990). 
There are two approaches to signaling theories explaining the need to disclose more 
information concerning information asymmetry, capital-need theory, and efficient market. The 
signaling theory addresses problems of information asymmetry in markets. The theory also explains 
how the asymmetry can be reduced. According to the theory, the asymmetry will reduce if the party 
with more information signals it to others. This theory assumes that companies have information 
that investors do not. If investors have no information about a specific company but do have general 
perceptions, investors will value all companies at the same price, which is a weighted average of 
their general perception. Managers of higher quality companies incur an opportunity loss by doing 
so because their company might be valued at a higher price if investors know about the company's 
superior quality while managers of lower-quality companies have an opportunity gain. 
High-quality companies have an incentive to leave the market unless they can communicate 
their superior qualities to investors and increase the share price. This communication is done by 
signaling (disclosure). As a better quality companies signal, investors consider all the remaining 
companies to be of poorer quality, so their average price is reassessed downward. The best of the 
remaining firms then try to distinguish themselves. The process of signaling continues as long as 
companies obtain an increase in price that exceeds signaling costs. Firms should use credible signals 
to be effective (Morris, 1987). 
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Hughes (1986) views disclosure as a signal of corporate values when there is high 
information asymmetry between investors and a firm. She argues that firm managers can use 
disclosure to signal the firm’s value to investors. These signals are credible to investors because a 
firm’s quality can be easily observed later, and firms that send fraudulent disclosures are penalized. 
Hughes’ study shows that information disclosure to differentiate their firm from those of poorer 
quality. 
In summary, the existing theoretical literature on disclosure has used the capital; need 
theory, agency theory and signaling theory, to provide possible motives for firms to provide financial 
reporting disclosure, and explain variations in the level of financial reporting disclosure across firms. 
In general, these studies show that firms might benefit from giving investors additional accounting 
information to exploit the disclosure benefits that exceed disclosure costs, such as lower capital or 
debt cost. Given these benefits, it is reasonable to assume that managers will be motivated to exploit 
the discretion offered by accounting standards to maximize reporting and disclosure benefits. 
4.2.3 The Regulation of Financial Accounting Disclosures 
A number of theories have explained what drives the imposition of accounting regulation. By 
considering such theories, first, we will have a better placed to understand why some of the various 
accounting prescriptions become formal regulations while other do not. Second, we can examine 
arguments for reducing or eliminating regulation, of which many propose that accounting should be 
treated like any other good and that forces of demand and supply should be allowed to determine 
the optimal amount of information to be produced. Third, we can also explain why regulation might 
be necessary (Deegan C. M., 2007). Further, he is explaining the issues by reviewing some possible 
theories (i.e. public-interest theories and capture theories or interest-group theories). 
 
Public interest theory 
According to Posner (1974) public interest theory “holds that regulation is supplied in response to 
the demand of the public for the correction of inefficient or inequitable market practices.” That is, 
regulation is initially put in place to benefit society as a whole, rather than particular vested interests, 
and the regulatory body is considered to represent the interests of the society in which it operates, 
rather that the private interests of the regulators. The enactment of legislation is considered a 
balancing act between the social benefits and the social costs of the regulation. By applying this 
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argument to financial accounting, and accepting the existence of a capitalist economy, society needs 
confidence that capital markets efficiently direct (or allocate) resources to productive assets. 
Regulation is deemed to be an instrument to create such confidence (Deegan C. M., 2007). 
Many people are critical of this fairly simplistic perspective of why regulation is introduced 
(Peltzman, 1976; Posner, 1974; Stigler, 1971). Posner (1974) questions the “assumptions that 
economic markets are extremely fragile and apt to operate very inefficiently (or inequitably) if left 
alone; the other that government regulation is virtually costless.” Posner also criticizes arguments 
that legislation is typically initially put in place for “the public good” but only fails to achieve its 
aims due to government ineptitude, mismanagement or lack of funds. As he states: 
(There is) a good deal of evidence that the socially undesirable results of regulation are 
frequently desired by groups influential in the enactment of the legislation setting up the 
regulatory scheme … Sometimes the regulatory statute itself reveals an unmistakable 
purpose of altering the operation of markets in directions inexplicable on public interest 
grounds … The evidence that has been offered to show mismanagement by the regulatory 
body is surprisingly weak. Much of it is consistent with the rival theory that the typical 
regulatory agency operates with reasonable efficiency to attain deliberately inefficient or 
inequitable goals set by the legislature that created it. 
Proponents of the economics-based assumption of “self-interest” would argue against accepting 
that any legislation was put in place by particular parties because they genuinely believed that it was 
in the public interest. Rather, they consider that legislators will only put in place legislation because 
it might increase their own wealth (perhaps through increasing their likelihood of being re-elected), 
and people will only lobby for particular legislation if it is in their own self-interest.  
Capture theory 
Under this perspective, the regulated party seeks to take charge of (capture) the regulator with the 
intention that the rules subsequently released (post-capture) will be advantageous to those parties 
subject to regulations. Mitnick (1980, as reproduced in Walker, 1987) provides a useful description: 
Capture is said to occur if the regulated interest controls the regulation and the regulated 
agency; or if the regulated parties succeed in coordinating the regulatory body’s activities 
with their activities so that their private interest is satisfied; or if the regulated party 
somehow manages to neutralize or ensure non-performance (or mediocre performance) by 
the regulating body; or if in a subtle process of interaction with the regulators the regulated 
party succeeds (perhaps not even deliberately) in co-opting the regulators into seeing 
things from their own perspective and thus giving them the regulation they want; or if, 
quite independently of the formal or conscious desires of either the regulators or the 
regulated parties, the basic structure of the reward system leads neither venal nor 
incompetent regulators inevitably to a community of interests with the regulated party. 
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While the introduction of regulation can, in many cases, be explained in terms of protecting the 
“public interest,” it is argued that it is difficult for a regulator to remain independent of  those being 
regulated, as continuity over a period of time often depends on satisfying  the expectations of the 
regulated. 
At various times and in various jurisdictions it has been argued that the large accounting 
firms have captured the accounting standard-setting process. This was of such concern in the United 
States that in 1977 the United States Congress investigated whether the (then) Big Eight accounting 
firms had ‘captured’ the standard-setting process (Metcalf Inquiry). Walker (1987) argued that the 
Australian Accounting Standards Review Board (ASRB) (which was subsequently replaced by the 
Australian Accounting Standards Board) was apparently ‘captured’ by the accounting profession. 
He cites a variety of evidence in support of this argument, concluding that within two years of its 
formation: 
the profession had managed to influence the procedures, the priorities and the output of 
the Board. It was controlling both the regulations and the regulatory agency; it had 
managed to achieve coordination of (its) activities; and it appears to have influenced new 
appointments so that virtually all members of the Board might reasonably be expected to 
have some community of interests with the professional associations (Walker, 1987). 
Proponents of capture theory typically argue that regulation is usually introduced, or 
regulatory bodies established, to protect the public interest. For example, new regulatory systems 
and regimes are often established in response to high-profile accounting failures where members of 
the public are perceived to have suffered a financial loss, and where it is argued that new regulations 
will help prevent a repeat of the accounting failures. In the US, the establishment of the Securities 
Exchange Commission in the United States in the early 1930s was to respond the Wall Street Crash 
in 1929. Similarly, the establishment of the UK Accounting Standards Steering Committee in the 
early 1970s is the UK was to counter negative publicity over accounting failures at some large UK 
companies in the late 1960s. Still in the United Kingdom,  the establishment of the Accounting 
Standards Board in 1990 was to follow further large-scale accounting failures at the end of the 1980s. 
Finally, the failures of Enron, WorldCom, Parmalat and other companies in early 2000 had also 
switched the use much tighter accounting and corporate governance regulations imposed in many 
countries. Furthermore, the resultant regulatory bodies often portrayed as ‘objective' and 
‘independent.' In the past, their members have often predominantly been professional accountants 
and finance directors (the preparers of accounts which these regulatory bodies are meant to be 
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regulating!), which Walker (1987) argues is an important component of regulatory capture. 
However, in recent years, there has been a movement towards ensuring greater independence of 
accounting regulators. 
In Indonesia, the Indonesian Company Law No. 40 (2007) requires each company to 
prepare annual reports in accordance with the accounting standards issued by the Indonesian 
Institute of Accountants. However, this law has little effect on companies because no single 
government agency monitors and enforces it. The Ministry of Trade (MOT), through ministerial 
decree No. 121/MPP/KEP/2/2002, requires companies of certain types such as listed companies, 
those that issue bonds or loan certificates, and those with total assets greater than IDR 25 billion to 
submit audited annual reports to the MOT, particularly to the Directorate of Business and 
Regulations of the MOT. However, because there is no monitoring by a governmental agency, law 
enforcement is nonexistent. 
Further, the Bapepam-LK regulates companies listed in the Bursa Efek Indonesia (BEI, the 
Indonesian Stock Exchange), ensuring that they comply with Capital Market Law No. 8 (1995). This 
regulation requires listed companies to publish and submit periodic reports to the Bapepam-LK. The 
reports must be audited and filed within 90 days of the calendar year-end. Semi-annual financial 
statements must also be filed with the Bapepam-LK within 30 days, 60 days, or 90 days if unaudited, 
reviewed, or audited respectively. The Indonesian Stock Exchange (IDX) requires interim reports to 
be submitted and presented on the IDX website. 
4.2.4 The Disclosure Studies 
Disclosure requirements whether in the form of accounting standards, laws or other regulations have 
increased significantly over the last twenty years, especially in western countries. The rationale for 
this appears to be to provide users with adequate information either to report on the stewardship of 
management or to aid decision making. Disclosure of information is an integral part of the doctrine 
of "true and fair" on which the United Kingdom and more recently, European Union accounting is 
based. In particular, the disclosure of information helps to form an opinion on the financial 
statements and, if necessary, make his or her adjustments. 
Disclosure is an important variable in any measurement of accounting quality, together 
with such characteristics as measurement method (accounting policies), presentation and timeliness 
of reporting and can take a number of different forms. Frequently disclosure is considered with 
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regards to the annual report. However, there are a number of other routes by which company 
information is communicated including press releases, interim reporting, communications with 
analysts, letters to shareholders and debt holders, question and answer sessions held at annual 
general meetings, telephone conversations, employee reports, and so on. In practice, it would be 
difficult to capture a way of measuring all these different types of information. As a result, much of 
the literature concentrates on annual or interim reports. Indeed, no disclosure index or another 
measurement instrument has yet been designed which captures all these disclosure routes. 
Researchers have noticed that not all companies disclose equally, and this has led them to 
attempt to measure different levels of disclosure and to seek to explain the results. Companies' 
disclosures are available in a form accessible to researchers, either in annual reports or other media 
and thus a data source is available. A positivist approach can thus be adopted to measure disclosure, 
and propose and test possible explanatory hypotheses. There also seems to be a perception among 
researchers that governments, other regulatory bodies, and society as a whole are interested in the 
disclosure issue. This perception appears to be borne out by the increase in disclosure requirements 
imposed on companies in many countries in past decades. 
Apart from the different documents where disclosures can be found the type of disclosure 
is also of note. The first consideration is the extent to which disclosure is required. It may be 
mandatory, recommendatory or voluntary. Of relevance also is the authority of the regulatory body, 
in some countries laws may be safely ignored whereas in others failure to disclose may result in 
effective penalties. Ahmed and Nicholls (1994) found that not all companies in Bangladesh 
complied with the mandatory requirements whereas studies in countries with strict regulatory 
regimes tend to concentrate on voluntary disclosures where more variation is expected. Disclosure 
may also be quantitative, involving numbers, or qualitative, involving description. It may also be 
expressed in terms of money (turnover) or another type of amount (number of customers, a weight 
of production, etc.). Disclosures may be expressed in words and numbers alone or graphically 
(Beattie and Jones, 1992) and pictorially. 
4.2.4.1 Research on the Extent of IFRS Compliance 
Over recent years, International Financial Reporting Standards (IFRS) have increasingly become 
the global accounting standards. According to the International Accounting Standard Board (IASB), 
almost 100 countries have adopted or made a commitment to adopt IFRS (IASB, 2008). However, 
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questions are raised as to whether companies that claim to be IFRS compliant are, in fact, complying 
with all IFRS requirements (Glaum and Street 2003). Indeed, the IASB and the president of the 
International Federation of Accountants (IFAC) have criticized auditors who assert that financial 
statements fully comply with International Accounting Standards (IAS) when the accounting 
policies and notes indicate otherwise (D. Cairns 1997). 
Street, Gray and Bryant (1999) investigate this issue by empirically examining the 
accounting policies and disclosures of firms from various countries that claimed to comply with IAS 
in the financial year of 1996. Their study reveals significant IAS non-compliance, and that the degree 
of compliance by companies that claim to comply with IAS is mixed and selective. Thus, the 
findings of them support the IFAC’s view that auditors often assert that financial statements comply 
with IAS, when, in fact, the accounting policy footnotes and other notes indicate otherwise. Their 
results show that, while many firms are anxious to seek the international investment status that 
comes with adopting IAS, they are not always willing to fulfill all of the requirements and 
obligations that are required in order to do so. 
In response to the concern that companies frequently note in their annual reports that they 
fully comply with IAS, despite obvious exceptions to IAS guidelines, the IASC revised IAS 1: 
An enterprise shows financial statements comply with International Accounting Standards 
should disclose that fact. Financial statements should not be described as complying with 
International Accounting Standards unless they comply with all requirements of each 
applicable Standard and each applicable Interpretation of the Standing Interpretations 
Committee. Inappropriate accounting treatments are not rectified either by disclosure of the 
accounting policies used or by notes or explanatory material (IAS 1 Revised, 1997, para. 11 
& 12). 
Glaum and Street (2003) investigate IAS compliance after the revised IAS 1 is passed. 
They investigate the compliance level of companies listed on Germany’s New Market with both IAS 
and U.S Generally Accepted Accounting Principles (GAAP) disclosure requirements, with regard 
to their year 2000 financial statements. Their findings reveal that compliance levels range from 
41.6% to 100%, with an average of 83.7%. Both univariate comparison and analysis that controls 
other firm characteristics indicate that the average compliance level is significantly lower for 
companies that apply IAS than those that apply U.S. GAAP. The authors argue that this result 
partially supports critics who claim that the system of IAS is weaker and less rigorously applied than 
U.S. GAAP. 
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Tower, Hancock and Taplin (1999) investigate the extent of IAS compliance across six 
countries in the Asia Pacific region: Australia, Hong Kong, Malaysia, Philippines, Singapore and 
Thailand. They analyze the 1997 annual reports of 10 listed companies’ in each of the six countries. 
The analysis comprehensively compares IASC rules with company annual report disclosures. In 
doing so, the authors find that many IAS are not applicable to some companies and so use two 
compliance index ratios. Ratio 1 assumes that a firm’s non-disclosure of an item means that it is a 
non-applicable item. Ratio 2 has a stricter interpretation and assumes that a firm’s non-disclosure 
means that the firm does not comply with the rule. The results show that the overall compliance 
mean is 90.68% for Ratio 1 and 42.2% for ratio 2. Australia has the highest level of compliance 
(Ratio 1 = 94% and Ratio 2 = 54%) while the Philippines has lowest level of compliance (Ratio 1 = 
88% and Ratio 2 = 28%). 
Using a worldwide sample Street and Gray (2002) examine the extent of IAS compliance 
among 279 firms from 32 countries. They use the financial statements and footnotes of 1998 
accounts to analyze compliance levels. The findings show that significant IAS non-compliance, 
especially in the case of IAS disclosure requirements. Extending Street and Gray (2002), Morris and 
Gray (2009) use a sample of 519 firms from 12 Asian countries in 2002 to examine whether country-
level explanatory variables more than firm-level variables explain variations in IFRS compliance 
levels. The results show that both country-level and firm-level variables influence the extent of IFRS 
compliance but that country-level variables are more influential. 
While numerous studies have examined compliance with international accounting 
standards in specific countries, only a few that have examined corporate compliance in Middle 
Eastern countries. A recent study by Al-Shammari, Brown and Tarca (2008) examines the extent of 
IAS compliance by companies in the Gulf Cooperation Council (GCC) countries (Bahrain, Oman, 
Kuwait, Saudi Arabia and United Arab Emirates) from 1996 to 2002. They analyze company 
financial statements using a compliance checklist for 14 IASs. Their findings suggest that examining 
company financial statements, rather than obtaining views and opinions of chief financial officers 
via questionnaires and interviews, provides more reliable evidence of compliance levels. 
Importantly, this study reveals a significant variation in compliance levels among GCC countries 
and between companies. The average compliance level for all GCC companies during the study 
period was 75% and there was an increase in compliance over time from 68% in 1996 to 82% in 
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2002. This finding reveals that non-compliance is widespread and is probably greater than among 
developed countries. 
An earlier study also examined IAS compliance by Kuwait companies. Using a small 
sample of 22 KSE-listed companies, Abdelrahim et al. (1997) examine their compliance with 
mandatory IAS requirements in 1995 financial statements. The study investigates three IASs that 
relate to fixed assets: IAS 16 (accounting for property, plant and equipment), IAS 20 (Accounting 
for government grants and disclosure of government assistance) and IAS 23 (borrowing costs). The 
data required for the study is obtained from a questionnaire and interviews with financial managers 
and accountants. The study findings show that companies fully complied with some requirements 
but not with other requirements. For example, some mandatory requirements had less than 20% 
compliance. 
Abdelrahim et al. (1997) indicate that, based on their sample, no SE-listed company is fully 
compliant with all the mandatory requirements of the three investigated standards. They stress the 
importance of further training for accountants who are responsible for applying IAS in Kuwaiti 
companies to promote compliance with the required IAS. 
4.2.4.2 Corporate Determinants of Compliance with IFRS Disclosure Requirements 
In addition to determining the extent of IFRS compliance, several compliance studies explore the 
relationship between the extent of IFRS compliance and several institutional and  corporate 
characteristics, such as industry, size, profitability, liquidity, ownership diffusion, audit quality, 
leverage, internationality and age. Generally, these studies reveal that firm size and listing status are 
significantly associated with the degree of compliance. However, findings on the relationship 
between the extent of compliance and other company attributes are mixed (Glaum and Street 2003). 
In general, the purpose of exploring the association between the level of compliance and company 
attributes is to understand the factors associated with compliance, and explain differences in the 
extent of compliance across companies and countries. 
Glaum and Street (2003) investigate the effect of several corporate characteristics on the 
level of compliance with IAS and U.S. GAAP disclosure requirements in the year 2000 financial 
statements of companies listed on Germany’s New Market. The corporate characteristics are firm 
size, audit quality, reference to the use of ISA or U.S. Generally Accepted Auditing Standards 
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(GAAS) in the audit opinion, listing status, country of domicile, industry, profitability, 
internationality, ownership structure, maturity and rate of growth. 
Using a sample of 100 firms that apply IAS and 100 that apply U.S. GAAP, the study 
reveals that the level of IAS and U.S. GAAP disclosure compliance is positively and significantly 
associated with firms being audited by "Big 5" auditing firms and with cross-listing on U.S. 
exchanges. The results also show that compliance levels are associated with a reference to the use 
of ISA or U.S. GAAS in the audit opinion. The study indicates that none of the other attributes 
significantly explains the level of IAS and U.S. GAAP disclosure requirements. Glaum and Street 
(2003) argue that the corporate characteristic that most determine the level of IAS and U.S. GAAP 
compliance is being audited by a Big-5 audit firm. The authors show that, on average and with all 
other things being equal, a switch from a non-Big-5 to a Big-5 audit firm results in a 10.8% increase 
in compliance level. In addition, the study shows that two of the Big-5 firms outperform the others 
in influencing client compliance levels. 
In their study of the extent of IAS compliance among Gulf Cooperation Council (GCC) 
countries, Al-Shammari, Brown and Tarca (2008) investigate factors associated with the level of 
IAs compliance. Nine company attributes are examined: company size, leverage, internationality, 
ownership diffusion, the auditing firm, company age, industry category, liquidity, and profitability. 
Based on a sample of 137 GCC companies, the results show that, between 1996 and 2002, 
compliance was statistically and significantly associated with a company's size, leverage, 
internationality, and industry. However, company profitability, liquidity, ownership diffusion and 
whether the audit is conducted by a Big-5 audit firm are not significantly associated with the 
compliance level. Al-Shammari, Brown and Tarca (2008) note that their results differ from those 
from developed countries, suggesting that corporate characteristics associated with IAS compliance 
may differ between developed and developing countries. 
As well as institutional differences between developed countries and GCC countries, Al-
Shammari, Brown and Tarca (2008) find variations in the relative influence of corporate 
characteristics across GCC countries. Size is the most influential factor in every state except Bahrain, 
while a company’s age is significantly associated with the compliance level in Bahrain, Oman and 
Kuwait. Leverage and internationality are statistically significant in Oman and Kuwait, while a 
company’s industry category is significant only in Kuwait. Profitability is positively and 
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significantly related to the level of compliance in Qatar, while liquidity is negatively associated with 
the level of compliance in Saudi Arabia/ other company attributes are not significant in any GCC 
country. Al-Shammari, Brown and Tarca (2008) argue that variations in the relationship between 
compliance levels and attributes in GCC countries suggest that the influence of company attributes 
may differ between countries, even when these countries are in one region and have strong economic 
and cultural ties. 
4.3 Theoretical Framework and Hypotheses Development 
Several studies have addressed the relationship between the level of IFRS compliance and various 
corporate characteristics such as liquidity, profitability, size, industry sector, auditor, leverage, and 
age (Tsalavoutas 2011, Aljifri 2008, Al-Shammari, Brown and Tarca 2008, Abdelsalam and 
Weetman 2007, Akhtaruddin 2005, S. Owusu-Ansah 1998). The findings are mixed. 
In line with prior research, this study seeks to explain the relationship between company 
characteristics and the degree of companies' compliance with annual report disclosures in Indonesia 
by classifying the company-specific determinants into internal-related and external-related 
variables. Internal-related variables are attributes that derive from and represent the internal state of 
companies. Size and leverage are chosen to represent company structure, and liquidity and return on 
equity (ROE) to represent company profitability. External-related variables are external company 
attributes that could be important in explaining the relationship between a company’s compliance 
and its regulations. The proxies are the size of audit company and manufacturing sector. 
4.3.1 Internal-related Variables 
4.3.1.1 Firm size 
The size of the firm can be a proxy for information costs and political costs. Larger companies are 
more complex and produce detailed information for internal users. To reduce direct costs regarding 
the production of the information, they are likely to possess superior information systems. They also 
tend to have high skilled employees and expertise in order to able to operate the system that 
companies have. Having these possessions, a larger company is assumed could provide higher 
compliance levels with mandatory disclosure (Ali, Ahmed and Henry 2004). In addition, larger 
companies due to be more being visible, have greater incentives to comply with mandatory 
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disclosures. They attempt to avoid government intervention because of non-compliance with 
regulations.  
The empirical studies regarding the association between size and compliance levels with 
mandatory disclosures are mixed. A positive association between larger companies and disclosure 
practices has been established by several studies. Companies benefit by reducing capital costs (F. 
Choi 1973, Elliott and Jacobson 1994), supplying non-proprietary data to the public (Dye 1985, 
1986, 1990), and complying with disclosure requirements (Salamon and Dhaliwal 1980: cited in 
Owusu-Ansah 1998). Accordingly, Owusu-Ansah (1998) concluded that production costs are 
expected to decrease as company size increases. Further, increased compliance with regulations 
reduces political costs for large companies. The larger a company, the larger its political costs will 
be and the greater will be the threat of adverse regulatory action (Watts and Zimmerman 1978: cited 
in Craig and Diga 1998). Therefore, large companies seem likely to respond to regulatory threats by 
increasing their levels of disclosure voluntarily. In contrast, the studies of Glaum and Street (2003), 
Street and Gray (2001), Street and Bryant (2000), and Tower et al. (1999) report no evidence of any 
association between firm size and IFRS disclosure. 
Although IFRS disclosure literature offers mixed results on the association between firm 
size and IFRS disclosure, IDX-listed companies would be expected to derive potential benefits from 
more disclosure. These benefits, such as lower capital or debt costs, are more likely to motivate 
larger firms to disclose than smaller firms. Hence, the present study hypothesis that, 
H1: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a firm’s size. 
4.3.1.2 Firm leverage 
In disclosure literature, firm leverage is often used as a proxy for agency theory. A manager of a 
firm with high-leverage is likely to provide more disclosures in order to satisfy the needs of 
debenture holders regarding firm’s ability to meet its obligation (Morris, 1987).  
Several previous studies have explored the relationship between disclosure levels and firm 
leverage. It was hypothesized that companies with higher leverage were likely to disclose more 
information in order to reduce agency costs and information asymmetry with shareholders as well 
as to reassure their debt holders that their interests are protected (Al-Shimmiri 2003, Joshi and Al-
Bastaki 2000, Abdulla 1998 cited in Al-Shammari, Brown and Tarca 2008). Additionally, the studies 
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identified that such companies were likely to have less equity and riskier equity than those with 
lower leverage. Consequently, shareholders demand more information in order to assess the 
probability that a company is meeting its debt obligations and thereby determine the degree of risk 
to future cash flows arising from the company's investments (Al-Mutawaa and Hewaidy 2010). In 
contrast, Gallery, Cooper and Sweeting (2008), Ali, Ahmed and Henry (2004) and Wallace and 
Naser (1995) find no significant association between disclosure level and firm indebtedness.  
Since in Indonesia banks play a significant role in providing capital; consequently, the 
present study hypothesis that, 
H2: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a firm’s leverage. 
4.3.1.3 Firm liquidity 
Liquidity can be a proxy for both agency costs and signaling effects. A firm with higher liquidity 
will have greater disclosure because managers of financially strong firms have nothing to hide from 
users of financial statements and, hence, will be more likely to disclose more information than a 
lower-liquidity firm will.  
Several studies about relationship between liquidity and the levels of compliance with 
disclosure requirements show different results. From agency costs perspective, liquidity can be seen 
as a measure of a company’s risk. Companies with a weak performance would incur higher agency 
costs. As a result, the manager of the company with that condition will be under more pressure to 
provide higher levels of information to justify its weak performance as well as to reduce agency 
costs. This suggests that there is a negative relationship between liquidity and compliance levels 
with mandatory disclosures. In contrast, a perspective from signaling theory sees that a company 
with strong working capital management and thus strong liquidity would be willing to produce 
higher compliance with disclosure requirements. Belkaoui and Kahl (1978) argue that a higher-
liquidity firm will have greater disclosure since the managers have nothing to hide from the users of 
financial reporting. That would suggest a positive association between compliance levels and 
liquidity. 
Prior empirical studies identified that liquidity influences mandatory disclosure practices. 
A number of parties such as regulatory bodies, investors, and lenders are particularly concerned with 
companies’ liquidity (Wallace and Naser 1995); thus, companies with higher liquidity tend to 
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disclose this good news in their annual reports (Belkaoui and Kahl 1978: cited in Owusu-Ansah 
1998). However, findings about this association varied. Cooke (1989) pointed out that companies 
with higher liquidity were more likely to disclose more information than companies suffering from 
low liquidity. However, Wallace, Naser and Mora (1994) claimed that lower liquidity could prompt 
companies to increase their disclosure in order to mitigate fears and notify shareholders that 
management was aware of the problem (Al-Mutawaa and Hewaidy 2010). 
Despite these mixed results regarding the association between disclosure levels and 
liquidity ratios, it is expected that the listed companies with lower liquidity ratios will be more likely 
to disclose financial information than firms with higher liquidity ratios. Accordingly, the present 
study hypothesis that: 
H3: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a firm’s liquidity. 
4.3.1.4 Firm ROE 
Companies with high profitability have greater motivation to send good news to market than those 
with low profitability. Using agency and signal theories, Inchausti (1997) claims that when managers 
possess “good news” due to better performance, they disclose more detailed information to the 
market than when they possess “bad news” to prevent their shares are undervalued. 
However, the empirical findings of prior research on the association between firm 
profitability and disclosure level are mixed. Lang and Lundholm (1993) noted that the influence of 
companies’ profitability on disclosure levels could be positive, neutral, or negative depending on 
performance. In this regard, the finding of Owusu-Ansah’s (1998) study indicated a significant 
positive association while Ali, Ahmed and Henry (2004), Glaum and Street (2003), Street and Gray, 
(2002), and Wallace, Naser and Mora (1994) provided no evidence of an association between 
profitability and disclosure levels. On the other hand, Wallace and Naser (1995) reported a negative 
correlation between the two variables. 
Despite these mixed results, the listed companies with high profitability would be more 
likely to disclose detailed information to signal their ability to maximize shareholders’ value, 
increase security, and justify their compensation than firms with low profitability. Consequently, 
this study hypothesis that: 
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H4: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a firm’s profitability.  
4.3.2 External-related Variables 
4.3.2.1 Firm industry 
Certain types of industry could have different sensitivities to political costs than others (Watts and 
Zimmerman 1978). Due to their importance to contribute national economy of the country, firms 
are highly regulated than others. Consequently, the previous ones might be subject to more rigorous 
regulations than the latter ones. In other word, similar industries tend to release information more 
freely than others do in order to deal with the operating environment. 
Industry sector in which a company operates can also be employed as proxy for signaling 
effect as Wallace, Naser and Mora (1994) and Malone, Fries and Jones (1993) suggested in their 
studies. Regarding to this, it is common for companies in the same industry to follow similar 
accounting and reporting practices. Thus, when a company deviates from what is considered to be 
the norm within the industry it can transmit different signals to market participants. Higher 
compliance levels can be interpreted as companies trying to ‘screen’ themselves from their peers. 
On the other hand, lower levels of compliance (i.e. being silent) can be interpreted as companies 
being ‘lemons,’ resulting in lower market values. 
The empirical research regarding such issues has suggested different outcomes. While Al-
Mutawaa and Hewaidy (2010) reported conflicting results regarding the association between 
industry sector and disclosures, Ball and Foster (1982), cited in Al-Shammari, Brown and Tarca 
(2008), found that industry type could be a more appropriate proxy for political cost-sensitivity than 
size. Similarly, Glaum and Street (2003) argue that no relationship exists between industry type and 
disclosure level, as prior research has yielded mixed results regarding this association. Glaum and 
Street (2003) find that, for firms listed on Germany’s New Market, industry type has no significant 
effect on IAS-mandatory disclosures. Street and Bryant (2000) also find no evidence of an 
association between industry type and the IAS compliance level. In contrast, Street and Gray (2001) 
report a positive association between IAS compliance and being in the commerce and transportation 
industry. In addition, Gallery, Cooper and Sweeting (2008) find that firms in the mining and energy 
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industry, and the biotechnology and technology industry, have higher quality IFRS disclosures than 
firms in other industries. 
In Indonesia, some standards are more common within certain industries. Firms in those 
industries will probably comply more fully with IFRS requirement that are more relevant with their 
operations. 
As a consequence, the present study hypothesis that, 
H5: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a certain type of industry. 
4.3.2.2 Size of firm’s external auditor  
The independence of auditing companies could also influence the level of compliance. DeAngelo 
(1981) and Watts and Zimmerman (1986) suggested that big audit companies could provide audits 
of higher quality than those of small audit companies because the former are more independent. 
The relationship between a firm’s disclosure level and the size of its external auditing firms 
is well established in the literature (Palmer, 2008), whether it is negative or positive results. While 
a number of studies, Owusu-Ansah and Yeoh (2005), Glaum and Street 2003, Street and Gray 2002 
reported a significant positive association between the type of auditor and IAS disclosure 
requirements, Wallace, Naser and Mora (1994) found a negative association between the type of 
auditor and the extent of compliance with mandatory disclosure. Furthermore, DeAngelo (1981) 
claims that larger auditing firms have a greater incentive to maintain independence from their clients 
and report non-compliance with rules and regulations. Malone, Fries and Jones (1993) argue that 
smaller auditing firms are sensitive to their clients’ demands because of the economic consequences 
of losing a client. Similarly, Wallace, Naser and Mora (1994) argue that firms audited by 
internationally affiliated auditing firms (Big-4) are more likely to provide more detailed information 
than firms audited by local auditing firms. The rationale is that internationally affiliated auditing 
firms tend to be larger and offer more expertise than local auditing firms. 
Based on previous studies, the level of compliance with IFRS-required disclosures among 
Indonesian non-financial listed firms would probably vary between those firms audited Big-4 
auditors and non-Big-4 auditors. Firms audited by the international Big-4 auditing firms would also 
be expected to have a high level of compliance than those audited by the non-Big-4. In Indonesia, 
where regulations require that each listed firm be audited by two external auditors (Big-4, non-Big-
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4), it is expected that the level of compliance would increase with more frequent use of Big-4 
auditing firms. 
Accordingly, the present study hypothesis that, 
H6: The level of compliance with IFRS-based PSAK requirements is significantly associated with 
a size of firm’s external auditor.  
4.4 Research Design 
4.4.1 Data Collection 
This study aims to measure the extent to which nonfinancial listed companies comply with IFRS-
based PSAK disclosure requirements the first time they are required to implement the standard. The 
primary data of the present study is the Indonesian non-financial listed companies’ consolidated 
financial statements yearly ended December 2012. The year of 2012 is selected for this study for the 
following reasons: 
1. As of January 1, 2012, almost all Indonesian accounting standards (PSAKs) have converged 
with IAS/IFRS. 
2. All listed companies in Indonesia should implement the IFRS-based PSAK for their annual 
reports yearly ending December 31, 2012. 
Table 12 Summary of Sample Selection Process 
Sample Selection Process Number 
Initial sample of annual reports 459 
Annual reports of financial institutions  (76) 
Annual reports of new issuers (22) 
Incomplete annual reports (7) 
Final sample 354 
The data were obtained from the IDX website. As of 2012, there were 459 issuers in the 
market (IDX 2012). This study eliminated some of these issuers using the following criteria. First, 
financial institutions were eliminated. These institutions are stringent about various regulations, and 
it is assumed that they have a particular method of financial reporting. For uniformity reasons in 
financial reporting, such reports were therefore excluded. Second, this study eliminated issuers that 
had been listed on the IDX for less than a year. This is because the impact of the change in financial 
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reporting can only be assessed realistically after companies have been listed on the market for more 
than a year. Third, issuers with incomplete reports were eliminated. Table 1 summarizes the sample 
selection process. 
4.4.2 The Disclosure Index 
Following Tsalavoutas (2011), two simultaneous unweighted methods of compliance score, Cooke’s 
method (also known as the dichotomous method) and the partial compliance (PC) method, were 
used to improve the robustness of the findings.  
The first unweighted disclosure index is the dichotomous method. Many studies Ali, 
Ahmed and Henry (2004), Craig and Diga (1998), Ahmed and Nicholls (1994), Wallace, Naser and 
Mora (1994) have employed this method to determine compliance with disclosure requirements by 
a company. According to the dichotomous method, individual items are treated as a dichotomous 
variable. If a company in its annual report discloses a required item of information, it is scored as 1 
and if it is not, it is scored as 0. However, Cooke (1991) suggests that it is not strictly "dichotomous" 
because some items may not apply to every company, and are therefore scored as "not applicable" 
(NA). The disclosure index for each company is then calculated as the ratio of the items disclosed 
to the possible maximum score applicable for that company. In other word, the dichotomous model 
for the unweighted disclosure measures the total disclosure score (DS) for a company as additive as 
follows:  
𝐷𝑆𝑗  =  
𝑇𝐷𝑆 =  ∑  𝑑𝑖
𝑛
𝑖=1
𝑀 =  ∑  𝑑𝑖
𝑚
𝑖= 1
 
where DSj is the total compliance score for each company and 0≤DSj≤1. TDS is the total number of 
items disclosed (di) by company j and M is the maximum number of applicable disclosure items for 
company j that could have been disclosed. 
Under the dichotomous index method, all items of information in the index are treated 
equally to the average user of corporate annual reports. As a result, the value of an item of 
information can range from 0 to 1, and the total or aggregate of the disclosure index represents the 
extent of disclosure. According to Cooke (1992), this suggests that one class of user will attach 
different weights to an item of information than another class of information, whereas an unweighted 
disclosure approach focuses not one particular user group rather on all users of corporate annual 
reports. 
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Some studies have applied this method when measuring compliance with IAS/IFRS 
mandatory disclosures (Hodgdon et al., 2008, Abd-Elsalam and Weetman, 2003; Glaum and Street, 
2003; Street and Gray, 2002; and Street and S. Bryant, 2000). According to this method, the index 
is described as the unweighted index because each item is treated equally. However, this kind of 
disclosure index entails an important limitation: the number of disclosure items required by different 
standards varies considerably. Some standards require a large number of items to be disclosed (IAS 
1) while some others require only a few (IAS 2). As a result, 
“standards which require more items to be disclosed or, in other words, standards with more 
items included in the index are unintentionally and indirectly not treated equally with those 
that require fewer items to be disclosed” (Al-Shiab, 2003) 
An alternative method, avoiding this problem, is the “Partial Compliance (PC) unweighted 
approach” employed by Street and Gray (2002) and Al-Shiab (2003, 2008). According to this 
approach, 
“the degree of compliance for each company is measured by adding the degree of 
compliance for each standard and then dividing this sum by the number of standards 
applicable too each company. This implicitly gives equal weighting to each applicable 
standard and avoids the problem of unintentionally giving more weight to a standard with 
a large number of items in the index” (Al-Shiab, 2003). 
That means, of course, giving unequal weighting to the disclosure items in different 
standards. 
Thus, the PC method was computed as follows: 
𝑃𝑆𝑗  =  
∑  X𝑖𝑖=1
𝑅𝑗
 
where PSj (partial score) is the total compliance score for each company and 0≤PSj≤1. Xi is the level 
of compliance for each mandatory disclosure that was initially calculated using the dichotomous 
approach. The sum of these compliance scores (X) is divided by the total number of 
relevant/applicable standards for each company j, i.e., Rj. 
The following examples illustrate the computation of the compliance scores in agreement 
with the two methods. Let us assume that three standards apply to company X and that Standard A 
requires three items to be disclosed, Standard B requires five items to be disclosed, and Standard C 
requires nine items to be disclosed. Company X discloses one item required by Standard A, two 
items required by Standard B, and seven items required by Standard C. The compliance score as 
calculated by means of the dichotomous approach would be Cx = (10/17) = 0.59 i.e. 59%. The score 
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according to the PC unweighted method, on the other hand, would be PCx = [(1/3+2/5+7/9)/3] = 
0.50 i.e. 50%. The example illustrates that, with the "dichotomous" approach, the low compliance 
with standards A and B is obscured by the high compliance with Standard C and, arguably, the 
compliance score identified may be misleading (depending on the objective of the study) as it is 
affected by compliance with only one standard. 
On the other hand, let us assume that company X discloses all three items required by 
standard A, four out of the five items required by Standard B, and three out of the nine items required 
by Standard C. Under the dichotomous approach the compliance score would again be Cx = (10/17) 
= 0.59, i.e. 59%. However, the score according to the PC unweighted method, would be PCx = 
[(3/3+4/5+3/9)/3] = 0.74, i.e. 74%. This example illustrates that the PC method measures 
compliance with the Standards under examination. 
The study of Street and Gray (2002) is the only identified to have employed the above 
methods simultaneously. However, the researchers employ both methods, without commenting or 
comparing the respective advantages or disadvantageous. Additionally, whilst their results different 
compliance scores, the study does not discuss or test the significance of this difference. This is 
particularly important since their research instrument consists of a range items which were required 
by IAS at the time: from potentially 1 item required by IAS 23 to potentially 12 items by IAS 12. 
Finally, they find different significant associations under each method between the independent 
variable (compliance score) and a number of independent variables. 
More specifically, when the dependent variable of compliance score has been calculated 
by the PC unweighted method, they find, among other things, a significant positive association with 
being domiciled in China and Switzerland and a negative association with the size of the domestic 
capital market. However, when the dependent variable of compliance score has been measured by 
Cooke's dichotomous approach, they do not find significant associations between these variables. 
They find instead a negative association with being domiciled in Germany, France, or Other Western 
Europe. Street and Gray (2002) also use both methods of calculating a compliance index for 
measurement requirements and find a similar variation in their results. 
Nevertheless, both methods share some limitations. The first is that irrespective of the 
method employed, the investigator needs to exercise judgment on whether a disclosure requirement 
is not complied with by, or not applicable to, a specific company. In order to avoid penalizing a 
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company for non-compliance with a standard, which might not be applicable, a thorough reading of 
the complete annual report is needed before proceeding with examining compliance (Cooke, 1992).  
The second is that judgment is necessary for deciding how to treat partial compliance with 
disclosure requirements relating to multiple information elements. For example, IAS 1 paragraph 76 
(sub-paragraph a) requires, among other things, the following disclosure: "for each class of share 
capital: (i) the number of shares authorized and (ii) the number of shares issued and fully paid, and 
issued but not fully paid." The question arises as to whether partial compliance constitutes 
compliance or non-compliance. Al-Razeen and Karbhari (2004), Inchausti (1997) and Buzby (1975) 
allocate a proportion of 1 to each component of such multiple disclosure requirements, which "is 
expected to reduce the subjectivity of the scoring process and produce a more reliable compliance 
score" (Al-Razeen and Karbhari 2004). However, Inchausti (1997) acknowledges that this procedure 
also relies on the researcher's judgment. 
The third is that the PC method may be more sensitive to the researchers’ skills to score 
complex standards. This problem will be less apparent under the dichotomous approach. 
4.4.3 Index Construction 
Irrespective of which of the two methods researchers employ, they have to ensure the content 
validity and the reliability of their research instrument. Both issues have been considered in the 
present research. 
Table 13 Extract from PSAK 19 [IAS 38] – Paragraph 119 (sub-paragraphs a – e) 
119 An entity shall disclose the following for each class of intangible assets, distinguishing 
between internally generated intangible assets and other intangible assets:  
 (a) whether the useful lives are indefinite or finite and, if finite, the useful lives or the 
amortisation rates used;  
 (b) the amortisation methods used for intangible assets with finite useful lives;  
 (c) the gross carrying amount and any accumulated amortisation (aggregated with 
accumulated impairment losses) at the beginning and end of the period;  
 (d) the line item(s) of the statement of comprehensive income in which any amortisation 
of intangible assets is included; 
 (e) a reconciliation of the carrying amount at the beginning and end of the period 
showing:  
  (i) 
 
(ii) 
 
(iii) 
 
 
 
additions, indicating separately those from internal development, those 
acquired separately, and those acquired through business combinations; 
assets classified as held for sale or included in a disposal group classified as 
held for sale in accordance with PSAK 58 [IFRS 5] and other disposals; 
increases or decreases during the period resulting from revaluations under 
paragraphs 75, 85 and 86 and from impairment losses recognised or reversed 
in other comprehensive income in accordance with PSAK 48 [IAS 36]  
Impairment of Assets (if any); 
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(iv) 
 
(v) 
 
(vi) 
(vii) 
 
 
(viii) 
impairment losses recognised in profit or loss during the period in 
accordance with PSAK 48 [IAS 36] (if any); 
impairment losses reversed in profit or loss during the period in accordance 
with PSAK 48 [IAS 36] (if any); 
any amortisation recognised during the period; 
net exchange differences arising on the translation of the financial statements 
into the presentation currency, and on the translation of a foreign operation 
into the presentation currency of the entity; and 
other changes in the carrying amount during the period. 
 
Table 14 Extract from the disclosure checklist: PSAK 19 [IAS 38] – Paragraph 119 (sub-
paragraphs a – e) 
119  An entity shall disclose the following for each class of intangible 
assets, distinguishing between internally generated intangible assets 
and other intangible assets: 
Score 
(1, n/a, 0) 
 (a) whether the useful lives are indefinite or finite and, if finite, the useful 
lives or the amortization rates used;  
 
 (b) the amortization methods used for intangible assets with finite useful 
lives;  
 
 (c) the gross carrying amount and any accumulated amortization 
(aggregated with accumulated impairment losses) at the beginning and 
end of the period;  
 
 (d) the line item(s) of the statement of comprehensive income in which 
any amortization of intangible assets is included; 
 
 (e) a reconciliation of the carrying amount at the beginning and end of the 
period showing: (i) additions, indicating separately those from internal 
development, those acquired separately, and those acquired through 
business combinations; (ii) assets classified as held for sale or included 
in a disposal group classified as held for sale in accordance with PSAK 
58 [IFRS 5] and other disposals; (iii) increases or decreases during the 
period resulting from revaluations under paragraphs 75, 85 and 86 and 
from impairment losses recognized or reversed in other comprehensive 
income in accordance with PSAK 48 [IAS 36]  Impairment of Assets 
(if any); (iv) impairment losses recognized in profit or loss during the 
period in accordance with PSAK 48 [IAS 36] (if any); (v) impairment 
losses reversed in profit or loss during the period in accordance with 
PSAK 48 [IAS 36] (if any); (vi) any amortization recognized during 
the period; (vii) net exchange differences arising on the translation of 
the financial statements into the presentation currency, and on the 
translation of a foreign operation into the presentation currency of the 
entity; and (viii) other changes in the carrying amount during the 
period.  
 
Initially, a scoring sheet based on the IFRS requirements which specifically deal with 
mandatory disclosures was constructed. This required judgment in determining what constituted a 
disclosure item, as the disclosure sections typically also include several paragraphs which explain 
the required disclosures or encourage, but do not require, specific disclosures. Further, some 
standards make reference to disclosures required by other standards and accordingly there is the risk 
of duplication. To address this problem and avoid arbitrariness in allocating identical disclosure 
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requirements to specific standards, it was decided to include items under the standard which mainly 
dealt with the issue being regulated. (For example, the specific requirements relating to the 
presentation of property, plant, and equipment were included under IAS 16. However, the 
corresponding requirements in IAS 1 were not included (paragraphs 74 and 75). 
Another issue to be considered is that many standards incorporate paragraphs disaggregated 
across sub-paragraphs into two to four levels. To address this problem, it was decided that 
disclosures required up to the first level of disaggregation should constitute disclosure items. Table 
13 and 14 provide an example of the disclosures required by IAS paragraph 76 and sub-paragraphs 
a&b and the corresponding extract from the disclosure scoring sheet employed in this study. 
Additionally, as is also the case in most prior studies, fractional scores for partial compliance have 
not been awarded. 
On that basis, the researcher constructed and initial scoring sheet which included 333 items 
required to be disclosed by the standards extant at the end of 2012 (excluding 6 standards). The 
scoring sheet was  constructed in a way that would allow for calculation of compliance score under 
both methods. 
A self-constructed disclosure checklist (see Appendix 3) was developed to measure the 
degree of a company’s compliance with IFRS-based PSAK disclosure. This scoring-system 
instrument was constructed according to the disclosure requirements of 30 standards that were 
IFRS/IAS convergent and relevant to this study (nine standards were not relevant and two standards 
were not IFRS/IAS convergent). Each standard was scrutinized for mandatory disclosure 
requirements. The result was 553 items on a disclosure checklist (see Table 15). The disclosure 
content in each company’s annual report was then coded one (1) if it was in the item list of the 
scoring system and zero (0) if it was not. If a disclosure in the list was not applicable to the company, 
the item was scored as not applicable (NA). A relative score was then computed for each company 
by dividing the actual score by what the company was expected to disclose under the standards. This 
relative index approach has been used in most studies regarding disclosure measurement (e.g., 
Owusu-Ansah 1998, Yeoh 2005, Abdelsalam and Weetman 2007, Aljifri 2008, Al-Shammari et. al. 
2008, Tsalavoutas 2011). 
The disclosure index used has an unweighted scoring approach that treats all items of 
information equally. A number of studies have documented this approach (Tsalavoutas 2011, 
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Abdelsalam and Weetman 2007, Owusu-Ansah 1998, Cooke 1991, 1992, Wallace 1987). While this 
provides minimum subjectivity and emphasizes the extent of overall disclosures instead of particular 
items (A. Riahi-Belkaoui 1994), it faces a general problem with the nature of scoring disclosure in 
annual reports; that is, whether or not an undisclosed item is applicable to a sample company. 
Following Owusu-Ansah’s (1998) study, several measures were used to deal with the problem. First, 
because listed companies are required by law to disclose comparative figures for each information 
item, the current figures for each item were compared with those of the prior year. Second, as 
suggested by Cooke (1989), the entire annual report of each sample company was read twice to 
ensure familiarity before scoring. In this way, the consistency of the scoring was ensured and any 
mistakes were rectified before the scores were totaled. 
Table 15 IFRS-based PSAK Disclosure Checklist 
No  IFRS-based PSAK Items 
1 Presentation of Financial Statements 92 
2 Statement of Cash Flows 11 
3 Consolidated and Separate Financial Statements 9 
4 Operating Segments 31 
5 Related Party Disclosures 18 
6 Events after the Reporting Period 4 
7 The Effects of Changes in the Foreign Exchange Rate 8 
8 Interests in Joint Ventures 8 
9 Investment Properties 20 
10 Inventories  8 
11 Investment in Associates 12 
12 Property, Plant, and Equipment 15 
13 Intangible Assets 14 
14 Business Combinations 26 
15 Revenue 3 
16 Employee Benefits 18 
17 Accounting, Policies, Changes in Accounting Estimates and Errors 16 
18 Borrowing Costs 2 
19 Leases  19 
20 Construction Contracts 8 
21 Income Taxes 15 
22 Impairment of Assets 29 
23 Share-Based Payment 12 
24 Earnings per Share 8 
25 Provisions, Contingent Liabilities, and Contingent Assets 15 
26 Non-Current Assets Held for Sale and Discontinued Operation 14 
27 Financial Instruments: Disclosures 101 
28 Accounting for Government Grants and Disclosure of Government Assistance 3 
29 Insurance Contracts 11 
30 Exploration and Evaluation of Mineral Resources 3 
Total items 553 
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To improve the robustness of the findings, two simultaneous unweighted methods of 
compliance score, Cooke’s method (also known as the dichotomous method) and the partial 
compliance (PC) method, were used (Tsalavoutas 2011). The relative score for Cooke's method was 
computed as follows:  
𝐷𝑆𝑗  =  
𝑇𝐷𝑆 =  ∑  𝑑𝑖
𝑛
𝑖=1
𝑀 =  ∑  𝑑𝑖
𝑚
𝑖= 1
 
where DSj is the total compliance score for each company and 0≤DSj≤1. TDS is the total number of 
items disclosed (di) by company j and M is the maximum number of applicable disclosure items for 
company j that could have been disclosed. 
 
 
The PC method was computed as follows: 
𝑃𝑆𝑗  =  
∑  X𝑖𝑖=1
𝑅𝑗
 
where PSj (partial score) is the total compliance score for each company and 0≤PSj≤1. Xi is the level 
of compliance for each mandatory disclosure that was initially calculated using the dichotomous 
approach. The sum of these compliance scores (X) is divided by the total number of 
relevant/applicable standards for each company j, i.e., Rj 
4.4.4 Empirical Specification  
The dependent variable of this study is the dichotomous compliance score and the explanatory 
variables are continuous or categorical measurements. It is assumed that the nature of the score could 
not be normally distributed. Hence, the major assumption of the classical ordinary least squares 
(OLS) regression, that is, that the dependent variable is normally distributed, could be violated 
(Tsalavoutas 2011). Consequently, the dependent variable is transformed to the log of the odds ratio. 
With regard to this concern, Cooke (1989), cited in Tsalavoutas (2011), explained that in these types 
of study, “The dependent variable is a metric ratio and therefore can be legitimately transformed, 
where necessary, and used in regression analysis.” Further, he suggested that the logarithm of the 
odds ratio of the dependent variable could provide the best fit. This transformation has been 
previously conducted by most compliance score studies such as Tsalavoutas (2011), Al-Shiab (2003), 
and Al-Shammari, Brown and Tarca (2008). 
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Following this proposition, the log of the odds ratio was then computed as follows (by 
assuming that the compliance score of a company is given by p): 
Y =  log (
𝑝
1 − 𝑝
) 
where: 
Y = the transformed level of compliance, and 
p = the ratio of companies’ compliance computed with either Cooke's method or the PC method. 
Moreover, OLS regression based on the log of the odds ratio was developed as follows: 
ComScoj = β0+ β1LIQUj+ β2LEVEj + β3SIZEj + β4ROEj + β5AUDIj + β6MANUj+εj 
where: 
ComSco = 
the transformed score of a company’s compliance with IFRS-based PSAK 
disclosure requirements, where the score is calculated based on two methods of 
disclosure index, Cooke's and PC. 
LIQU = the ratio of current assets to current liabilities 
LEVE = the ratio of total debt to total shareholders’ equity 
SIZE = the natural logarithm of total assets 
ROE = the ratio of net income to average common shareholders’ equity 
AUDI = 
audit company dummy, which equals 1 if a company is audited by a Big Four 
auditor, and 0 otherwise 
MANU = 
manufacturing sector dummy, which equals 1 if a company is in the 
manufacturing sector and 0 otherwise 
For multivariate analysis, the best fitting regression model was chosen based on the lowest 
mean squared error (MSE). According to Doane and Seward (2011), when Fcalc is close to 1, the 
values of the mean square due to regression (MSR) and MSE are close in magnitude, suggesting 
that none of the predictors provide a good predictive model for Y (i.e., all 𝛽𝑗  are equal to 0). 
Moreover, when the value of MSR is much greater than MSE, this suggests that at least one of the 
predictors in the regression model is significant (i.e., at least one 𝛽𝑗  is not equal to 0). In other words, 
the lowest standard error is good for prediction and otherwise the high score of standard deviation 
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is not good for prediction. In this study, the level of significance was set as P<0.01, and SPSS 
software for windows version 16.0 (SPSS Inc., IL, USA) was employed to analyze the data. 
This regression, based on the log of the odds ratio, was then conducted to test the hypothesis. 
An analysis of variance (ANOVA) was also conducted to analyze whether there were any significant 
differences between the means of specific-firm characteristics in disclosure. In addition, a paired 
sample t-test set as P<0.05 was conducted to compare the means between the two compliance scores 
that were calculated based on Cooke's method and the PC method. Before testing the hypothesis, the 
assumptions of the classical linear regression model were checked with a threshold (Gujarati 2003) 
as follows: VIF>10 for multicollinearity, p>0.05 for heteroskedasticity.. 
4.5 Results and Discussion 
4.5.1 Compliance Levels of Indonesian Non Financial Listed Companies with IFRS 
Disclosures 
This section presents the study’s findings regarding the Indonesian non-financial listed companies’ 
compliance with IFRS-based PSAK disclosures. The findings are presented in Table 16. 
As mentioned in the prior section, the current study uses two self-constructed indexes 
(CINDEX), the dichotomous (Cooke) index and the partial compliance (PC) index, to measure the 
extent of Indonesian non-financial listed companies' compliance with IFRS-based PSAK disclosures. 
The indexes focus on mandatory disclosures in financial statements and notes in companies' 2012 
annual reports. The indexes give ratios of a company's disclosure score, which is its maximum 
possible score if the company fully complies with all applicable IFRS-based PSAK disclosure 
requirements. The indexes score range from 0 to 1. Panel A exhibits the values of mean and standard 
deviation of the two measurement methods employed in this study. Both methods produced almost 
the same figures, approximately 60 and 17% for mean and standard deviation respectively. This 
result was also indicated by the paired sample t-test (p>0.05), suggesting a statistically insignificant 
difference between the Cooke and PC values. 
Similarly, the frequencies of the compliance scores as presented in Panel B of Table 16 
supported the prior tests for both measurement methods. The first column of the table displays the 
range of the scores presented as less than or equal to 49%, 50-59%, 60-69%, 70-79%, and 80-89%. 
Both methods showed that about 30% of the listed companies examined comply with IFRS-based 
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PSAK disclosure requirements at a level less than 50%. In addition, only 9.33% (Cooke) and 8.76% 
(PC) of companies complied with the requirements at a level greater than 80%. These two company 
percentages were the lowest of the analysis. 
The levels of the compliance scores varied across standards. The highest levels for the year 
under investigation were for PSAK 1 Presentation of Financial Statements (not tabulated). Almost 
all listed companies complied with this standard at a level greater than 90%. The reason is likely to 
be the same as in prior studies; that is, the standard is a basic requirement to which companies can 
conform relatively easily. Moreover, complying with this standard is not associated with high 
proprietary costs (Tsalavoutas 2011, Al-Shammari, Brown and Tarca 2008). PSAK 16 Employee 
Benefits and PSAK 28 Accounting for Government Grants and Disclosure of Government 
Assistance (not tabulated) exhibit very low average levels of compliance. It is assumed that these 
two standards involve high proprietary costs; thus, most companies tended to violate their 
requirements (Tsalavoutas 2011). 
Table 16 Descriptive Statistics of Disclosure Scores 
A. Disclosure Scores 
 N Minimum Maximum Mean Standard Deviation 
Cooke's Method 354 0.213 0.895 0.593 0.175 
PC Method 354 0.191 0.898 0.596 0.176 
Paired sample t-test -1.628 (p>0.05) 
B. Distribution of Disclosure Scores 
Compliance Scores Cooke's Method % PC Method % 
≤ 0.49 106 29.94 106 29.94 
0.50–0.59  52 14.97 50 14.41 
0.60–0.69 72 20.34 77 21.75 
0.70–0.79 90 25.42 89 25.14 
0.80–0.89 34 9.33 31 8.76 
N 354 100 353 100 
Several inferences can be drawn from the findings presented in Table 16. The mean values 
implied that the compliance scores of Indonesian listed companies with regard to compliance with 
IFRS-based PSAK disclosure requirements are relative low. The explanation given for the low 
scores confirms that law enforcement mechanisms in Indonesia are not fully effective. Additionally, 
the country's corporate governance is weak even though it has been significantly reformed (Setyadi, 
et al. 2009). Further, the findings are consistent with the argument of the World Bank (2010) that 
recognized Indonesia as a civil law country with poor law enforcement and no clear bankruptcy law. 
They also reflect the regulator's lenient approach concerning compliance with IFRS-based PSAK 
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standards during the initial period of their implementation (Tsalavoutas 2011). In general, the 
findings are in line with other studies that have investigated compliance with mandatory disclosures 
in ASEAN countries (Craig and Diga 1998) and emerging capital markets such as Zimbabwe (S. 
Owusu-Ansah 1998) and Bangladesh (Akhtaruddin 2005).  
4.5.2 The Model 
This section discusses the fitted regression model. As Section 4.4.4 stated, the minimization of the 
mean squares error (MSE) was chosen as the best criterion for selecting a model in this study.  
Table 17 The Findings of Multivariate Analyses 
 Cooke  PC 
 Model VIF Model VIF 
Constant  -0.697  -0.628  
SIZE 0.045 1.179 0.043 1.179 
LEVE -0.001 1.077 -0.001 1.077 
LIQU 0.000 1.023 -8.587E-5 1.023 
ROE -0.016 1.075 -0.022 1.075 
MANU -0.053 1.018 -0.052 1.018 
AUDI 0.106 1.184 0.112 1.184 
F 43.740  40.930  
R2 0.431  0.415  
Adj. R2 0.421  0.405  
MSE 0.133  0.136  
Skewness  -1.19 -1.89 
Kurtosis  0 0.09 
Before testing the hypothesis, data were checked concerning the assumptions of classical 
linear regression. Testing for normality was conducted by using skewness and kurtosis ratios. 
Multicollinearity was tested with a variance inflation factor (VIF>10) as a threshold (Gujarati 2003), 
and the VIF values were reported for each regression. Moreover, heteroscedasticity was checked by 
a Glejser test. Outliers were defined and excluded by using Cook's distance as a measure (Pallant 
2005, Fielding and Gilbert 2004). As presented in Table 17, the findings show that the data are free 
from these problems. 
Table 17 also presents summary outputs of the compliance scores calculated by Cooke's 
method and the PC method. Several inferences can be drawn from the Table. First, the multiple R 
columns show an average simultaneous linear regression between dependent and independent 
variables constituting 66% for Cooke's method and 64% for the PC method. Second, the coefficient 
determination (R2) is about 40% for both methods indicating that 40% of the variation in the 
compliance scores is explained by the six predictors employed in this study. Further, the remaining 
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prediction could be explained by external factors that are not included in the regression model. The 
slight gap between R2 and adjusted R2 suggests that there are one or more weak predictors in the 
model (Doane and Seward 2011). A comparison between standard error and standard deviation 
values shows that the former is less than the latter, meaning that the regression model is better at 
predicting the compliance scores. 
Additional information that can be drawn from Table 17 is the analysis of variance 
(ANOVA). Cooke's method and the PC method show large F-value results accompanying small p-
values (<0.05). This indicates that the predictors are simultaneously significant for the prediction of 
the levels of companies’ compliance with IFRS-based PSAK disclosure requirements. 
The sign of the correlation coefficient, according to Cooke's method, shows that the 
predictors, company size, liquidity, and audit company, had a positive association with compliance 
scores, while leverage, ROE, and manufacturing sector show contrasting results. This means that an 
increase in score is consistent with an increase in company size and liquidity as well as the use of 
Big Four auditors. Further, the decrease in leverage and ROE has encouraged companies to increase 
their disclosure requirements. In addition, it seems that the type of industry did not have a direct 
association with the levels of companies’ compliance with IFRS-based PSAK disclosure 
requirements in the first year of implementation, 2012. In contrast, liquidity shows a negative 
association with the PC method, which suggests that this predictor had no direct association with 
the levels of companies’ compliance. 
4.5.3 Evidence from Indonesian Non-listed Companies 
This section discusses the main empirical results obtained from testing whether the degree of 
company compliance with IFRS-based PSAK disclosure requirements had been influenced by firm 
characteristics.  
The figures presented in Table 17 (the column model) explain factors that influence the 
levels of companies' compliance with the disclosure required by IFRS-based PSAK. Both methods 
show that predictor size, audit company, and manufacturing sector (p-values are lower than 5%) had 
a significant influence. In contrast, predictor liquidity and ROE insignificantly affected the degree 
of companies’ compliance with disclosure requirements (p-values are higher than 5%). 
As predicted, the effect of company size on disclosure level confirms the hypothesized 
positive association between size and levels of mandatory disclosure. This indicates that company 
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size is statistically significant, at a 0.05 level, to the extent of mandatory disclosure by the sample 
of listed companies in their annual reports. Further, the positive sign on the coefficient suggests that 
size had a direct influence on the level of companies’ disclosure in Indonesia. This finding confirms 
the results reported by the majority of prior research; for example, Al-Mutawaa and Hewaidy (2010), 
Setyadi, et al. (2009), Hossain and Hammami (2009), Al-Shammari, Brown and Tarca (2008), Aljifri 
(2008), S. Owusu-Ansah (1998), Craig and Diga (1998), and Wallace and Naser  (1995). 
Similarly, the regression model on companies with Big Four auditors exhibits positive signs 
and is statistically significant at the 0.05 level. The finding confirms the hypothesized positive 
association between audit companies and the level of mandatory disclosure. This substantial 
evidence is consistent with Tsalavoutas’s (2011) study, which stated that companies with Big Four 
auditors generally comply with IFRS mandatory disclosure. In the context of Greece, Tsalavoutas 
(2011) correlated the finding with prior evidence that higher earnings management and lower audit 
effort is common among companies with small auditors. 
The explanation of the findings for Indonesia should be correlated with capital needs 
theory. Such theory posits that a primary motivation for companies to increase disclosure is the need 
to raise capital (Abd-Elsalam and Weetman 2003). Managers could perceive that higher levels of 
financial disclosure lead to lower costs for new capital because such disclosure reduces information 
asymmetries (Cooke 1993). 
After experiencing the severe Asian financial crisis of 1997-1998, Indonesia saw a 
significant increase in the role of the capital market as an alternative source of long-term financing 
for business entities (Rosul 2002). Listed companies now compete with each other in order to attract 
financing from domestic or overseas investors by disclosing more information regarding risk and 
prospects. According to Hope (2003), the level of mandatory disclosure detail can provide insights 
for assessing a company's sustainability of earnings and can help financial analysts. In this regard, 
disclosing information that is required by IFRS mandated disclosure could provide investors with 
the information they seek.  
The finding of the effect of the size variable on corporate disclosure levels is also similar 
to most findings uncovered by prior studies, which are mainly concerned with cost-based theories 
related to information and political costs. For instance, larger companies that provide more 
information reduce production costs (S. Owusu-Ansah 1998), lower the cost of disclosure (Ho and 
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Wong 2001), and cut the competitive cost of disclosure by meeting the increased demand for 
reducing uncertainty about quality and expected returns (Ferguson, Kevin Lam and Lee 2002). In 
addition, Craig and Diga (1998) argued that size could be a proxy for the breadth and complexity of 
company operations in one country and political cost in another.  
Further, large corporate clients, because of their size and complexity, tend to employ large 
auditors that have established themselves over time with the necessary technical base and expertise 
in order to fulfill client needs. Big companies face expensive punitive measures if they violate stock 
exchange listing requirements and the demands of trustee monitoring through inadvertent non-
compliance with statutory disclosures. In addition, many international conglomerates face 
mandatory disclosure requirements, which change over time, country by country. To minimize the 
risk of non-compliance with such changes, it is incumbent on these large companies to employ the 
resources of international auditors, which are by their nature the larger audit companies. Therefore, 
it is not surprising that an association exists between large auditors and higher statutory disclosure 
levels (Ahmed and Courtis 1999).  
Additionally, considering the particular context of Indonesia, agency propositions and 
signaling theories provide the basis for interpreting the finding of the association between audit 
companies and higher mandatory disclosure levels. Implementing IFRS-based PSAK for the first 
time is challenging. This practice is complex, and the lack of qualified professionals among 
accountants in Indonesia could hinder transparency and the need for better quality financial reporting 
(Worldbank 2010). International auditors are likely to have greater competence and expertise about 
the IFRS in addition to well-established reputations (Dumontier and Raffournier 1998), whereas 
small audit companies could lack the combination of qualified personnel and internal controls 
needed to ensure compliance (Ettredge, et al. 2011). Therefore, hiring the Big Four auditors could 
reduce errors or misrepresentations in corporate reports (DeAngelo 1981), act as a monitoring 
mechanism, and satisfy the needs above. Consequently, agency costs fall, and levels of compliance 
rise and clients can attract more outside investors (Tsalavoutas 2011).  
This study found that variable profitability measured as ROE is not significant; therefore, 
the hypothesis is not supported. This implies that more companies that are profitable do not disclose 
significantly more mandatory information than less profitable ones. Such evidence is in line with 
some prior studies (Hossain and Hammami 2009, Aljifri 2008, and Wallace and Naser 1995). Other 
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studies (Al-Shammari, Brown and Tarca 2008, Li and Harrison 2008 and Leuz 2003) show a positive 
influence. The negative effect of profitability on disclosure levels provides some weak support for 
the signaling hypothesis, which posits that superior and profitable firms are more likely to disclose 
more information for investors. Annual reports, however, are not the only means of communicating 
information. Other sources are employed by companies to convey good news (Ahmed and Courtis 
1999). 
Table 17 shows that liquidity has no correlation with the degree of companies' compliance 
with IFRS-based PSAK disclosure requirements. The irrelevance of liquidity as an explanatory 
variable in Indonesia agrees with the findings of Wallace and Naser's (1995) and S. Owusu-Ansah's 
(1998) studies in Hong Kong and Zimbabwe respectively. They argued that a company with a lower 
liquidity ratio had a greater need to allay the information asymmetry concerns of investors and 
lenders by providing the enhanced disclosure. However, this does not seem to apply to Indonesian-
listed companies for which liquidity is not correlated with disclosure requirements. Although a 
significant finding was expected, this is consistent with the findings of some prior studies (Wallace 
and Nasser 1995, Owusu-Ansah and Yeoh 2005, Al-Shammari, Brown and Tarca 2008) and could 
indicate that companies with lower liquidity find other means to communicate their financial 
soundness. 
4.6 Conclusions 
The purpose of the present study is to examine the extent to which Indonesian listed companies 
comply with IFRS-based PSAK disclosure requirements and to investigate the factors that influence 
disclosure practices. The findings show that Indonesian listed companies had a low average level of 
compliance with IFRS-based PSAK requirements in 2012. This compliance was approximately 60% 
of the items in the index, measured by using Cooke's method and the PC method. This result is 
consistent with prior studies that investigated compliance with mandatory disclosures in ASEAN 
countries (Craig and Diga 1998) and emerging capital markets such as Zimbabwe (S. Owusu-Ansah 
1998) and Bangladesh (Akhtaruddin 2005). 
It seems that the low compliance score for the Indonesian context is consistent with the 
evidence that law enforcement mechanisms in the country are not entirely effective and are 
accompanied by weak corporate governance (Setyadi, et al. 2009). In addition, the finding is 
consistent with the argument of the World Bank (2005), which recognized Indonesia as a civil law 
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country with poor law enforcement and no clear bankruptcy law. It also reflects the regulator's 
lenient approach concerning compliance with IFRS-based PSAK during the initial period of the 
standards' implementation. 
Further, regression analysis to investigate the factors that influence compliance levels 
illustrates that companies were more compliant with IFRS-based PSAK disclosure requirements in 
2012 when they had the following characteristics: they were large, employed Big Four auditors, and 
were in the manufacturing industry. For Indonesia, the findings should be correlated with capital 
needs theory, which posits that a primary motivation for companies to increase disclosure is the need 
to raise capital. In order to attract more financing from investors, large companies enhance 
mandatory disclosure. Moreover, because the implementation of IFRS-based PSAK is complex, and 
there is a shortage of qualified professionals who are familiar with the new standards, most 
companies hire Big Four auditors. Such auditors are more likely to have IFRS competency and 
experience. 
A single year investigation is the main shortcoming of this study. Understanding the nature 
of overall disclosure is needed in order to undertake a study using more than two years’ data for 
comparative purposes. Further, this research is limited to nonfinancial listed companies; therefore, 
future research could investigate other industries because they are likely to have more stringent 
financial reporting regulations. 
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CHAPTER 5: THE VALUE RELEVANCE OF ACCOUNTING 
INFORMATION AND COMPANIES’ COMPLIANCE WITH IFRS-BASED 
PSAK DISCLOSURES 
5.1 Introduction 
One of studies to measure the quality of financial reporting in terms of the qualitative characteristics 
is value relevance study. IASB (2008) defines relevance as the capability “of making a difference in 
the decisions made by users in their capacity as capital providers. In order to be value relevant, 
information should have two characteristics of value, predictive and conformity values. Further, 
Francis and Schipper (1999) define alternative interpretations of value relevance as follows (see 
Figure 5.1). 
The first definition concerned with the relation between earnings announcements and the 
marketplace, that is, whether the earnings provide new information to the market. Generally, it refers 
to event studies in which the arrival of new information is measured surrounding an event. The 
second definition corresponds with long window association studies assuming that accounting 
information has already been incorporated in prices. The third definition is often used to investigate 
the relative ability of earnings and cash flows in predicting future operating cash flows or current 
market values assuming they capture the present value of future cash flows. The last definition is 
difficult to be implemented since it requires numerous adjustment that researchers often fail to 
account for, i.e. appropriate adjustment for risk in implementing trading rules, especially where it 
assumes that accounting numbers, but not prices, reflect intrinsic value (Francis and Schipper 1999). 
The present study corresponds to the second definition of value relevance since it purposes to capture 
or summarize compliance score as representative of “other information” to explain the change in 
firm value. 
5.2 Accounting Quality and Value Relevance 
The 2012 PSAK (Indonesian GAAP version 2012) has significantly converged with IFRS, which is 
considered to be high quality standards. As IFRS expectation, the 2012 PSAK is expected to increase 
accounting quality in Indonesia. 
The environment of accounting is both very complex and very challenging. It is complex 
because the product of accounting is information, a powerful and important commodity. The 
rationale behind the complexity is the absence of perfect or true accounting concepts and standards 
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necessitates individual interpretations thus resulting in varied responses to accounting information. 
For example, a sophisticated investor may prefer the valuation of certain firm assets and liabilities 
at value-in-use on grounds that this will help to predict future firm performance. Other investors 
may prefer fair value accounting on grounds that this better reports on manager stewardship. While 
still others may be less positive towards any form of current value accounting, perhaps they feel that 
current value information is unreliable, or simply because they are used to historical cost information 
(Scott, 2012). 
According to SFAC No. 8, FASB 2010, paragraph QC6, accounting information is relevant 
if it is capable of making a difference in the decisions made by users; even if already known from 
other sources. Accounting information in financial statement is then not required to be new to be 
relevant to financial statements users. Consistent with the view that the primary economic role of 
reported earnings is not to provide timely new information to the share market, Ball and Shivakumar 
(2008) reported that the average quarterly announcement is associated with approximately 1% to 
2% of total annual information, which is a modest amount of incremental information to the market. 
Thus, it has been argued that one significant role of accounting is to summarize or aggregate 
information that might be available from other sources. According to Barth et al. (2001), an 
accounting amount will be value relevant; i.e. have a predicted significant relation with share prices, 
only if the amount reflects information relevant to investors in valuing the firm and is measured 
reliably enough to be reflected in share prices. Value relevance tests are then viewed as joint test of 
relevance and reliability and it is difficult to attribute the lack of relevance to either of the attribute 
(Al-Misrahi, 2012). 
Specifically, Beaver (2002) states those companies’ financial statements are deemed to be 
value relevant if they are significantly related to their market value. Indeed, Beaver further asserts 
that the financial statement ‘maps’ onto the company’s market value nontrivially. Additionally, Lo 
and Lys (2000) illustrate that notion into the following equation: 
Pij = g(Ijt)+ ηjt     (Eq.1) 
where: 
Pjt stands for the share price of a company; 
Ijt is the information item; and 
ηjt, is the mean zero disturbance term. 
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Furthermore, Lo and Lys claim that Ijt is value relevant if and only if g is statistically significantly 
different from zero. 
Holthausen and Watts (2001) explain that the greater the R2 in the above equation, the more 
value-relevant the accounting number is assumed to be. Prior literature suggests that the higher the 
association (i.e. the higher quality) results had better reflected a company’s economics (Barth, 
Beaver and Landsman 2001). This is achieved if the accounting standards applied ‘required 
recognition of amounts that are intended to faithfully represent a firm’s underlying economics’ 
(Barth and Schipper 2008). Furthermore, when the accounting standards applied minimize 
opportunistic discretion, they result in higher accounting quality and, in turn, higher value relevance 
(Ewert and Wagenhofer 2005). 
Because of the characteristics of value relevance research and its usefulness for, partly, 
determining accounting quality, Barth, Beaver and Landsman (2001) argue that value relevance 
research inter alia ‘provides insights into questions of interest to standard setters.’ This is 
particularly relevant to this study because mandatory implementation of IFRS in Europe was meant 
to increase accounting comparability among EU companies and accounting quality in general. More 
specifically, IFRS expected to curtail the ‘discretion which allows managers to manipulate 
provisions, create hidden reserves, ‘smooth’ earnings and hide economic losses from public view 
(Ball 2006). 
On that basis, the expectations for higher accounting quality in Europe and the above 
features of value relevance research suggest that value relevance provides an appropriate framework 
for the examination of the research objectives of this study. Although value relevance research has 
a long history (Beaver 2002 with reference to Miller and Modigliani 1966), it became very popular 
in the early 1990s (Easton, Eddey and Harris 1993). A key factor for the advancement of value 
relevance research is the development of Ohlson’s (1995) model, which is employed in this study. 
5.3 Literature Review 
5.3.1 Value Relevance: Definitions 
One of studies to measure the quality of financial reporting in terms of the qualitative characteristics 
is value relevance study. IASB (2008) defines relevance as the capability “of making a difference in 
the decisions made by users in their capacity as capital providers. In order to be value relevant, 
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information should have two characteristics of value, predictive and conformity values. Further, 
Francis and Schipper (1999) define alternative interpretations of value relevance as follows (see 
Figure 5.1). 
The first definition concerned with the relation between earnings announcements and the 
marketplace, that is, whether the earnings provide new information to the market. Generally, it refers 
to event studies in which the arrival of new information is measured surrounding an event. The 
second definition corresponds with long window association studies assuming that accounting 
information has already been incorporated in prices. The third definition is often used to investigate 
the relative ability of earnings and cash flows in predicting future operating cash flows or current 
market values assuming they capture the present value of future cash flows. The last definition is 
difficult to be implemented since it requires numerous adjustment that researchers often fail to 
account for, i.e. appropriate adjustment for risk in implementing trading rules, especially where it 
assumes that accounting numbers, but not prices, reflect intrinsic value (Francis and Schipper 1999). 
The present study corresponds to the second definition of value relevance since it purposes to capture 
or summarize compliance score as representative of “other information” to explain the change in 
firm value. 
Figure 8 Definitions of Value Relevance 
 
The objective of financial reporting and disclosure is to facilitate efficient allocation of 
resources in a capital market economy that is impeded by incentive and information problems. This 
impediment can be mitigated by credible disclosure between managers and investors (Healy and 
Papelu 2001). According to Kothari, Ramanna and Skinner (2010), this is an uncontroversial 
objective of financial reporting and is the premise of the theory of GAAP implicit in the economics-
Value relevance 
definitions 
(1) The ability of 
financial statements 
information to 
change the total mix 
of information in 
the marketplace 
(2) The ability of 
financial statements 
information to 
capture or 
summarize 
information that 
affects share values 
(4) A measure of 
the profits 
generated from 
implementing 
accounting based 
trading rules. 
(3) The ability of 
earnings to predict 
future dividends, 
future cash flows, 
future earnings, or 
future book values 
Source: Francis and Schipper (1999) 
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based accounting of investors including buying, selling or holding equity that depends on investors’ 
assessments of the value of firms’ equity. 
One strand of argument used by value relevance literature looks to the objective of financial 
reporting as stated in various conceptual frameworks of standard setters. For example, according to 
the new harmonized conceptual framework of the FASB and IAS, the objective of financial 
reporting is to “provide financial information about the reporting entity that is useful to existing and 
potential investors, lenders, and other creditors in making decisions about providing resources to 
the entity. Those decisions involve buying, selling, or holding equity and debt instruments and 
providing or settling loans and other forms of credits” (SFAC 8, OB2). This objective is consistent 
with financial accounting research adopting an information or valuation perspective that 
concentrates on financial reporting providing useful information about firms’ performance and 
financial condition to financial statements users such as investors. According to Barth (2006), this 
is the reason conceptual frameworks specify relevance as one of the primary qualitative 
characteristics of accounting information where an accounting amount is deemed relevant if is 
capable of making a difference in economic decisions. 
Empirically, an accounting amount is considered value relevant if "it has predicted 
association with equity market values" (Barth, Beaver and Landsman 2001), which is argued as an 
operation of the relevance and reliability criteria cited by conceptual frameworks for choosing 
among accounting alternatives. Conditional on the power of the test, finding a significant association 
between market values and accounting amounts only indicates that accounting amounts are capable 
of making a difference and represent economic phenomena faithfully enough to be reflected in share 
prices (Barth, Beaver and Landsman 2001). The accounting information, however, must not be new 
or the earliest source of information to be relevant. Being able to make a difference, as stated in the 
conceptual framework, means financial information has predictive value, confirmatory value or both 
(SFAC No.8, FASB, 2010, QC7). Accounting information has a predictive value "if it can be used 
as an input to processes employed by users to predict future outcomes" in users' own predictions 
(SFAC No.8, FASB, 2010, QC8). Accounting information has confirmatory value if it provides 
feedback to financial statements users about their previous evaluations (SFAC No.8, FASB, 2010, 
QC9). Neither of the roles requires that financial statements information have to be the earliest 
source of information. Consistent with the view that that the primary role of reported earnings is not 
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to provide new information is supported by the recent empirical work of Ball and Shivakumar (2008) 
who show that reported earnings bring modest amounts of information new to the market. A possible 
role of financial reporting that has been investigated by value relevance literature is whether 
accounting information summaries or aggregates information that might be available from other 
sources. 
Whether value relevance research can inform standard setters has been a subject of debate 
in the accounting literature. The relevance of value relevance research for accounting standard 
setting has been the subject of the critical point of view of Holthausen and Watts (2001) whose main 
criticism is the lack of descriptive theories that seek to explain and predict accounting choices, 
valuation, and standard setters' actions. Holthausen and Watts (2001) claim the exclusion of the 
other uses of accounting to hinder the development of a descriptive theory since recognizing equity 
investors as primary users of financial statement is often referred to in value relevance research. This 
argument leads them to classifying value relevance research as neither necessary nor sufficient for 
standard setting since investors are not the only users and that "social welfare tradeoffs" made by 
standard setters cannot be covered by value relevance research. 
Specifying a model in a general equilibrium framework that includes a social welfare 
function is extremely difficult and might not be possible (Barth, 2006). Barth, Beaver and Landsman 
(2001) assert, “There is no academic theory of accounting that derives a demand for accounting 
information as arising from equilibrium forces and provides a mapping of accounting information 
into share prices”. Therefore, consistent with Holthausen and Watts (2001), such theory is needed 
to explain and predict the actions of standard setters for policy inferences to be drawn. This objective 
is not fully captured by value relevance research, which only seeks to inform standard setters with 
evidence that brings insights into questions of interest to standard setters while recognizing other 
uses beyond equity valuation. Barth, Beaver and Landsman (2001) argue that value relevance 
research is not required to refer to a complete theory of accounting and standard setting for value-
relevance research to be useful in standards setting. Alternatively, since conceptual frameworks state 
the objective of financial reporting and standard setting as well as the criteria used by standard setters 
in selecting among alternative accounting rules, value relevance research can only operationalize 
these criteria by using various valuation models in developing their tests. 
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5.3.2 Types of Value Relevance Study 
van Beest, Braam and Boelens (2009) classify the studies of the value-relevance into three 
categories, incremental association studies, relative association studies, and marginal information 
content studies. First, incremental association studies assume that accounting numbers are value-
relevant if the coefficients of estimated regression have values that are significantly different from 
zero. This study typically investigates whether the accounting number of interest is helpful in 
explaining value or returns (over long windows) given other specified variables. For example, 
Venkatachalam (1996) examines the incremental association of the fair value of risk management 
derivatives in a regression of equity market value on a variety of on and off balance sheet items. 
Furthermore, in order to predict coefficient values and/or to assess differences in the in the 
error with which different accounting numbers measure a valuation input variable, literature makes 
additional assumptions regarding those relationships. For example, Venkatachalam (1996) tests 
whether the coefficient on the fair value of derivatives is significantly different from one. Further 
interpretation then was conducted to measure differences between the estimated and predicted 
values. The findings assume as evidence of measurement error in the accounting number. For that 
reason, van Beest, Braam, and Boelens (2009) call those studies as measurement studies. 
The second type of value relevance studies is relative association studies. This study 
generally investigates the association between stock market values (or changes in values) and 
alternative bottom-line measures by testing for differences in the R2 of regressions of different 
bottom line accounting numbers. For example, Harris, Lang and Moller (1994) that test the 
differences in the R2 of regressions compare the associations of foreign GAAP and US GAAP 
earnings. Similarly, Dhaliwal, Subramanyam and Trezevant (1999) also examine accounting 
numbers representing bottom line items. In particular, their study test whether the association for an 
earnings number, calculated under a proposed standard, is more highly associated with stock market 
values or returns (over long windows) than earnings calculated under existing GAAP. For analysis, 
both studies agree that accounting number with the greater R2 is described as being more value-
relevant. 
Finally, the type of value relevance studies focuses on marginal information content. It 
investigates whether a particular accounting number adds to the information set available to 
investors. For example, Amir and Lev (1996) examine small information content of nonfinancial 
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indicators such as population size (POPS) and market penetration of independent cellular companies 
by regressing them to market-to-book ratio and stock price. Likewise, Amir, Harris and Venuti 
(1993) test the marginal information content of the Form 20-F reconciliation of foreign and US 
GAAP earnings numbers for foreign firms by regressing five-day abnormal announcement returns 
on the difference and the change in the difference between foreign and US GAAP earnings. The 
study typically uses event studies (short window return studies) to determine if the release of an 
accounting number (conditional on another information released) is associated with value changes 
(van Beest, Braam and Boelens 2009). 
5.3.3 Value Relevance Studies Contributions 
This chapter is about to measure the quality of financial reporting in terms of qualitative 
characteristics, in particular, value relevance of accounting information. Various measurement 
methods have been used to assess the quality of financial reporting. Indeed, van Beest, Braam, and 
Boelens (2009) provide a non-exhaustive classification of types of methods most widely used in 
prior literature to assess financial reporting quality, i.e. accrual models, value relevance models, 
research focusing on specific elements in the annual report, and methods operationalizing the 
qualitative characteristics. 
The first and second methods, accrual and value relevance model, focus on earnings quality 
measurement. While accrual models are used to measure the extent of earnings management under 
current rules and legislation, the latter is commonly used to measure the associations between 
accounting figures and stock-market reactions (Nichols and Wahlen 2004, Barth, Beaver and 
Landsman, 2001, Choi, Collins and Johnson 1997). Moreover, the third realm of research focuses 
on assessment tools that measure the quality of specific elements of the annual report in depth, and 
includes both financial and nonfinancial information. Finally, the last methods focus on the assessing 
of the quality of different dimensions of information simultaneously to determine the decision 
usefulness of financial reporting information (van Beest, Braam and Boelens 2009). 
With regard to advantages and disadvantages of each model, van Beest, Braam, and 
Boelens (2009) further explain as follows. Accrual methods are replicable research and the data to 
measure earnings management are relatively easy to collect. The data can be calculated based on the 
information in the annual report. In addition, regression models make easy to examine the effect of 
company characteristics on the extent of earnings management (Healy and Wahlen 1999, Dechow, 
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Hutton and Sloan 1999). Unfortunately, estimating discretionary accruals is not easy. Since these 
models assume that managers use discretionary accruals to manage earnings, distinguishing between 
discretionary and non-discretionary accruals is necessary (Healy and Wahlen 1999). Moreover, the 
only focus on earnings quality and exclude non-financial information as well as the use of indirect 
measure of financial reporting quality is supposed as accrual methods’ drawback as well. Therefore, 
conclusions concerning the quality of financial reporting information based on models do not 
provide direct and comprehensive evidence concerning the quality of financial reporting information 
and its dimensions of decision usefulness (Healy and Wahlen 1999). 
Value relevance models measure the quality of financial reporting information by focusing 
on the associations between accounting figures and stock-market reactions (Nichols and Wahlen 
2004, Barth, Beaver and Landsman, 2001, Choi, Collins and Johnson 1997). The stock price is 
assumed to represent the market value of the firm, while accounting figures represent firm value 
based on accounting procedures. When both concepts are (strongly) correlated, i.e. changes in 
accounting information correspond to changes in market value of the firm, it is assumed that earnings 
information provides relevant and reliable information (Nichols and Wahlen 2004). This method is 
also used to examine earnings persistence, predictive ability, and variability, as elements of earnings 
quality (Francis, LaFond, et al. 2004, Schipper and Vincent 2004). The focus of value relevance 
literature on relevance and faithful representation (reliability) is consistent with the ED, as these 
notions are defined as the fundamental qualitative characteristics. However, this literature does not 
distinguish between relevance and reliability, i.e. does not explicitly show whether or not tradeoffs 
have been made when constructing accounting figures. In addition, the stock market may not be 
completely efficient. As a consequence, stock prices may not represent the market value of the firm 
completely accurate (Nichols and Wahlen 2004). 
Accrual models and value relevance literature focus on information disclosed in financial 
statements to assess the financial reporting quality (Nichols and Wahlen 2004, C. Leuz 2003, Barth, 
Beaver and Landsman 2001, Healy and Wahlen 1999). However, a comprehensive measurement 
tool of financial reporting quality would at least include the complete annual report, including both 
financial and non-financial information. The third realm of research focuses on assessment tools that 
measure the quality of specific elements of the annual report in depth and includes both financial 
and non-financial information. It evaluates the influence of presenting specific information in the 
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annual report on the decisions made by the users. For instance, Hirst, Hopkins and Wahlen (2004) 
put emphasis on the use of fair value accounting and financial reporting quality. Gaeremynck and 
Willekens (2003) examine the relationship between the auditor’s report and decision usefulness of 
financial reporting information. Beretta and Bozzolan (2004) focus on the quality of internal control 
and risk disclosure information, while Cohen, Krishnamoorthy and Wright (2004) highlight the 
relationship between corporate governance mechanisms and financial reporting quality. However, 
research that focuses on a specific element in the annual report has a partial focus, and thus does not 
provide a comprehensive overview of total financial reporting quality. 
Methods that operationalize the qualitative characteristics aim to assess the quality of 
different dimensions of information simultaneously to determine the decision usefulness of financial 
reporting information. Lee, et al. (2002), McDaniel, Martin and Maines (2002) and Jonas and 
Blanchet (2000) develop questions referring to the separate qualitative characteristics in order assess 
information quality. Although their research indicates that qualitative characteristics can be made 
operational, their operationalizations are based on the current frameworks of the FASB (1980) and 
the IASB (1989) rather than on the new ED (2008). Therefore, some inconsistencies compared to 
the ED may exist. In addition, some of these operationalizations are not complete and focus solely 
on relevance and faithful representation McDaniel, Martin and Maines (2002). Although 
understandability, comparability, and timelines are perceived to be less important than relevance 
and faithful representation, for a comprehensive assessment it remains important to include them in 
the analysis. In addition, the complete annual report has to be taken into account since financial 
reporting refers to both financial and non-financial information. 
5.3.4 Value Relevance: Disclosure Compliance  
5.3.4.1 Valuation implications of corporate (mandatory and voluntary) disclosures  
Daske, et al. (2008) highlights studies on the introduction of mandatory IFRS reporting into two 
categories. First, studies that examine the stock market reactions to key events associated with the 
EU’s movement towards mandatory IFRS reporting and second a few recent studies that analyze the 
effects of mandatory IFRS adoption in certain countries based on IFRS financial statements. In 
addition, they claim that evidence on the consequences of mandatory IFRS reporting is still in its 
infancy. 
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According to Daske, et al. (2008), the first category of studies tries to infer whether the 
adoption of IFRS in the EU has net benefits (or costs) to firms from their stock market reactions to 
key events that made IFRS reporting more or less likely. The evidence from these papers is mixed. 
A study conducted by Armstrong, et al. (2008) that examines the reactions to 16 events between 
2002 and 2005 associated with the adoption of IFRS in the EU found a positive (negative) reaction 
to events that increase (decrease) the likelihood of IFRS adoption. The study also documents that 
positive reaction occurs for firms with characteristics such as higher pre-adoption information 
asymmetry and domiciled in common law countries. Similarly, Christensen, Lee and Walker (2007) 
that analyze the market reactions of U.K. firms to announcements of mandatory IFRS reporting in 
the EU found that the average U.K. market reaction is small. In contrast, when they examine the 
same issue using the degree of similarity with German voluntary IFRS and U.S. GAAP adopters as 
a proxy for U.K. firms’ willingness to adopt IFRS, they find that this proxy is positively (negatively) 
related to the stock price reaction to news events increasing (decreasing) the likelihood of mandatory 
IFRS reporting. They find a similar association for changes in the implied cost of equity capital. 
Comprix, Muller and Stanford (2003) examine abnormal returns of EU firms on four “core” event 
dates in 2000 that increase the likelihood of mandatory IFRS reporting. They find a weakly 
significant, but negative, market reaction to the four event dates. However, firms that are audited by 
a Big 5 auditor, located in countries that are expected to have greater improvements in reporting 
quality due to IFRS adoption, or subject to higher legal enforcement experience significantly 
positive returns on some of the event dates they examine (Daske, et al. 2008). 
The second category of studies focuses on the effects of mandated IFRS using data from 
the annual reports released by the new regime. These studies are limited to particular countries and 
often quite different in their research focus or design. Christensen, Lee and Walker (2007) analyze 
whether IFRS/UK GAAP reconciliations around the IFRS introduction convey new information to 
the markets, and find that reconciliations that are released early do so. Capkun, et al. (2008) find that 
earnings reconciliations of EU firms in the transition year are value relevant. Platikanova and 
Perramon (2012) analyze measures of liquidity and information asymmetry in four European 
countries. She finds heterogeneous liquidity changes for these countries but documents that the 
liquidity differences across countries become smaller after the adoption of IFRS. Demaria and 
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Dufour (2007) and Capkun, et al. (2008) examine transitional effects and changes in accounting 
numbers (or ratios) when firms switch from local GAAP to IFRS (Daske, et al. 2008).  
Another issue that is the lack of direct empirical evidence is about the relation between firm 
value and level mandatory disclosures (Hassan, et al. 2009, Kang and Pang 2005). Examining this 
issue is of particular important for some reasons. First, the study is to fill the gap in the literature 
regarding in this regard. The most closely related stream of literature to the present study is that of 
examining companies' level of disclosures and their relationship with share returns and earnings. 
First, Frazier, Ingram and Tennyson (1984) use a digital package and conduct a content analysis of 
MD&A disclosures of a small sample of US companies. They find that the disclosures score is 
associated with future earnings. Bryan (1997) also focuses on the US market and, after constructing 
a disclosure index based on the MD&A disclosures, he examines the ‘information content' of 
companies' disclosures. The study reports a significantly positive association between forward-
looking information and one-period ahead change in sales, earnings, and capital expenditure. 
Healy, Hutton and Palepu (1999) use the AIMR ratings for a sample of US companies to 
examine the valuation implications of disclosures. They find that companies which increase 
disclosure levels over time experience improvement in their shares performance. In a similar vein, 
Gelb and Zarowin (2002) and Lundholm and Myers (2002) also use the AIMR ratings for a sample 
of US companies. They report that increased levels of disclosures are associated with share prices 
that are more informative about changes of future earnings. 
In contrast, but focusing also in the US and using the AIMR ratings, Haw, Qi and Wu 
(2002) report that share price anticipation of earnings does not vary with the informativeness of 
annual or quarterly reports. Douthett, et al. (2003) also concentrate on the US but they examine the 
valuation effects of foreign companies’ disclosures. They report that the earnings response 
coefficient is higher for companies with higher levels of disclosures.  
Several studies have examined this issue for companies outside the US with the majority 
focusing on the UK. T. Schleicher (1996) was the first to examine the level of voluntary disclosures 
on the share price anticipation of earnings by using a self-constructed index. His results do not show 
such an association. Schleicher and Walker (1999) revisited this issue by using a small scale 
expansion of the sample. They document that future oriented information does inform share prices.  
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Hussainey, Schleicher and Walker (2003) use a text analysis software package to automate 
disclosure scores. Although they report similar findings to Schleicher and Walker (1999), the authors 
do not find significant results when using a disclosure metric based on all types of forward-looking 
statements (cf. Hussainey 2004). Schleicher, Hussainey and Walker, 2007) also find that disclosure 
levels affect the anticipation of future earnings. In fact, they find a different association between 
levels of annual report disclosures and share price anticipation of earnings between profitable and 
non-profitable firms. Hussainey and Walker (2009) also find that increased levels of voluntary 
disclosures improve share price of anticipation of earnings in the UK.  
Beyond the US and the UK, Kanto and Schadewitz (2002) use a self-constructed disclosure 
index regarding information provided in interim reports of Finish companies. They document that 
this type of information is value relevant. Shuqing, Courtenay and Hossain (2006) also use a self-
constructed index looking at the levels of disclosure and returns-earnings association in Singapore. 
They find that companies ‘with higher voluntary disclosure levels contain more information about 
future performance in their current stock return. The association is weaker, however, when: 
management has high ownership interests; government ownership exists; and/or if proprietary costs 
exist. 
Although not related to predictability of earnings, Hassan et al. (2009) examine the 
relationship between company value and levels of voluntary and mandatory disclosures in Egypt. 
They use self-constructed indices and report that compliance with IAS’ mandatory disclosures is 
negatively related to market value. They find a positive but not significant relationship regarding 
voluntary disclosure. 
To sum up, several inferences can be drawn from the above studies. Companies’ disclosures 
are consistently reported to have significant implications for valuation purposes. However, these 
findings are mainly based either on voluntary, or on a mixture of voluntary and mandatory 
disclosures. There exists, therefore, a gap in the literature regarding the valuation implications of 
mandatory disclosures (Hassan, et al. 2009, Bushee and Leuz 2005, Kang and Pang 2005). 
Additionally, the above prior studies were conducted before the mandatory implementation of IFRS 
in the EU. This why Leuz and Wysocki (2008), call for future research that would focus on the 
mandatory adoption of IFRS, the aggregate changes in the quality of mandatory disclosures and the 
possible capital market effects. Because the majority of prior studies focused on examining the 
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valuation effects of disclosures in the US or in the UK, Verrecchia (2001) calls for empirical research 
on disclosures in ‘less developed capital markets than those found in the US’. This part of the thesis 
considers these propositions and contributes to this stream of literature. 
5.3.4.2 Other information and the Ohlson (1995) Model  
One of the contributions of the present research is that it contributes to valuation theory by 
implementing the OM with LID, i.e. by introducing Indonesian companies’ level of compliance with 
IFRS-based PSAK mandatory disclosures as a proxy for ‘other information’. This section highlights 
what proxies have been used in prior studies as a control for ‘other information’ in OM.  
An early example of the complementarity of financial and nonfinancial information is the 
study of Amir and Lev (1996). The authors examine the value relevance of accounting information 
by independent cellular companies in the US. They first find that ‘on a stand-alone basis, financial 
reporting (earnings, book values, and cash flows) are largely irrelevant for security valuation.' They 
show that these firms exhibited 4 to 6 times higher book-to-market ratios than other industrial 
companies indicating strong growth expectations from investors, despite low profitability and cash 
flows. They then examine the value-relevance of nonfinancial indicators, such as population 
coverage in the companies' areas of operation as well as penetration rate (ratio of subscribers to 
population size) as indicators of future success. Their results indicate that these nonfinancial 
measures are high value relevant. In fact, the coefficient of population coverage is 15.49 and for 
penetration rate is 5.92. Additionally, combined with nonfinancial information, earnings do become 
value relevant.  
Ittner and Larcker (1998) introduce customer satisfaction measures as a proxy for ‘other 
information' to the OM. They examine among other things ‘whether customer satisfaction measures 
provide information to the stock market beyond the information contained in current accounting 
book values. Their analysis is focused on 138 companies in 1994 and 140 companies in 1995 for 
which the American Customer Satisfaction Index scores where available. Their findings show that 
this score was highly valuing relevant.  
Myers (1999) also uses US data and compares four linear information models: the RIV; the 
Feltham and Ohlson model (1995); the Clean Surplus Effects of Conservatism; and the OM with 
nonaccounting information. Focusing on the last one, in line with the prior literature, he mentions 
that information affecting expectations for future income is relevant for valuation and can be directly 
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incorporated into the analysis. He introduces order backlog in the OM representing other 
information. However, his analysis illustrates that the proxy for other information employed does 
not appear to be value relevant.  
Dechow, Hutton and Sloan (1999) evaluate the empirical implications of OM by focusing 
on the incorporation of analysts' forecasts as a proxy for other information. They also use annual 
financial statements from US companies. They find support for the information dynamics indicating 
that analysts' forecasts are high value relevant (coefficient being 5.79).  
A. Riahi-Belkaoui, (1999) investigates the relationship between the degree of 
internationalization and market values of US companies. More specifically, he examines all 
companies included in Forbes' annual ranking of the ‘Most International' 100 American 
manufacturing and service firms on the basis of total foreign revenues. The degree of 
internationalization is measured as either foreign revenues/total revenues (FRTR) or foreign 
assets/total assets (FATA). He introduces these variables to the OM model (Belkaoui runs two 
separate regressions) as a proxy for ‘other information'. This is a unique research design because 
these proxies consist of items already recognized in the financial statements. His results indicate that 
these variables are high value relevant. (As an example, the coefficient for FRTR for the undeflated 
pooled model was 70.53.)  
Similar to Amir and Lev (1996), Rajgopal, Venkatachalam and Kotha (2003) examine 
among other things the value relevance of network advantages of e-commerce firms in the US. They 
define network advantages as the average monthly unique visitors to the companies' virtual 
communities, and they introduce it to the OM as a proxy for ‘other information'. They also find that 
their proxy is high value relevant (coefficient being 20.46).  
Wang, Alam, and Makar (2005) investigate the usefulness of notional and fair value 
derivative disclosures by commercial banks under SFAS Nos. 119 and 133 in the US. Their analysis 
is based on the OM, and they include a ‘sales growth' variable, employing it as other information 
representing future growth potential. (‘Sales growth' is used as a control variable in this study and 
is not the main focus of the analysis). In both their primary and secondary tests, ‘sales growth' is 
value relevant but with a small coefficient.  
A recent study, examining a very similar issue to what is examined in the present research, 
is that of Goncharov, Werner and Zimmermann (2006). Since 2002, company law in Germany 
128 
 
requires listed companies to discuss their degree of conformity to the German Corporate Governance 
Code. The authors choose 61 large companies (listed in the DAX 30 and MDAX) for the years 2002 
and 2003. They then examine whether the degree of compliance is value relevant by introducing it 
to the OM as a proxy for ‘other information’. The authors do find that the degree of compliance with 
the Code is value relevant, with a very high coefficient (22.34), after controlling for an endogeneity 
bias.  
Kohlbeck and Warfield (2007) examine the impact of unrecorded intangible assets on the 
valuation of publicly traded banks in the US. The authors use discounted cash flow techniques 
similar to those used by valuation experts to estimate unrecorded intangible assets (mortgage 
servicing rights, credit card intangible, core deposit intangible, and trust operations intangible). Their 
main analysis is based on the OM, but they provide the results of the conventional form of the model 
across four sub-samples, based on the quartiles of the unrecorded intangible assets. As a robustness 
check, they introduce the unrecorded intangible assets to the model as ‘other information'. These 
appear to be significant (estimated coefficient being 0.347).  
In his critique of the omission of v, Ohlson (2001) proposed consensus analyst forecasts as 
a proxy for other information. Bryan and Tiras (2007) followed this proposition and examined the 
influence of analyst forecast dispersion on OM valuation. Their analysis is based on a sample of US 
companies (excluding financial institutions and utilities and firms with negative book value). Their 
findings validate those of Dechow, Hutton and Sloan (1999) consensus analyst forecasts residuals 
of next year's earnings are high value relevant.  
To sum up, drawing upon the discussion of the prior literature regarding the role of ‘other 
information', the following inferences can be made. There is no significant body of literature which 
has explored the role of ‘other information' in general and with data outside the US in particular. Of 
the ten studies identified, only that of Goncharov, Werner, and Zimmermann (2006) uses other than 
US data. This is perplexing because the findings of the studies discussed indicate that the proxies 
observable (to market participants) selected as ‘other information' prove to be consistently highly 
value relevant. (The exception being the study of Myers (1999)). Thus, such consistent findings 
indicate that omitting v from the model leads indeed to a simplistic (Ohlson, 2001) and, arguably, 
‘an incorrect' (Lo and Lys, 2000) implementation. 
129 
 
5.4 Theoretical Framework and Hypothesis Development 
The third question of the present study addresses the value relevance of IFRS-based PSAK's 
financial and nonfinancial information. Considering that IFRS is a high-quality accounting standard, 
thereby the adoption of IFRS will improve significantly Indonesian Stock Exchange (IDX) 
informational (more transparent and comparable or less variability). Hence, this study develops one 
hypothesis to address how financial and nonfinancial accounting information is value relevant to 
firm value. 
Gjerde, Knivsfla and Saettem (2008) argue that a greater focus on the informational needs 
of investors in accounting and standard setting should improve the value relevance of accounting 
numbers because better-informed investors can determine value more precisely. Hellstrom (2006) 
claims that accounting information must be useful and timely to be value relevant to investors. As 
discussed in the previous section, several studies examine the value relevance of the book value of 
equity and earnings over time. Some studies show that the value relevance of accounting information 
has increased (Francis and Schipper 1999, Collins, Maydew and Weiss 1997) while others indicate 
the opposite (Brown, Kin and Lys 1999, Lev and Zarowin 1999). 
In addition, the literature on IFRS compliance provides substantial evidence of non-
compliance among firms that claim to comply. These studies also document significant variations 
in compliance across industry, internationality, leverage, firm size, and audit quality and rigor (Al-
Shammari, Brown and Tarca 2008, Glaum and Street 2003, Street and Gray 2002, Street and S. 
Bryant 2000, Tower, Hancock and Taplin 1999). 
Despite the extensive literature on value relevance, Hellstrom (2006) notes that the research 
fails to distinguish between accounting regulations and the actual implementation of accounting 
standards. Although the literature on value relevance theoretically links the quality of accounting 
information to the enforcement and effective implementation of accounting standards (Barth, 
Gulbrandsen and Schøne 2005, S. P. Kothari 2000), no known empirical research explores the 
association between compliance with accounting standards and value relevance of accounting 
information. 
The implementation of IFRS-based PSAK for companies listed in the IDX for their 
financial reporting yearly-ended December 31, 2012, suggests that the quality of accounting 
information become more transparent and comparable during this period. This is potentially 
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improved the value relevance of accounting information to investors. Therefore, the information 
concerning earnings and book value that Indonesian listed companies produced during this time is 
expected to be value relevant to investors. Additionally, the value relevance of accounting earnings 
and book value is expected to increase over time due to an increase in the accounting information 
available to investors. Further, considering the potential improvement in value relevance to be 
gained from adopting the IFRS, and the potential for non-compliance to undermine this 
improvement, greater IFRS-based PSAK compliance by Indonesian listed companies is expected to 
be associated with an increased value-relevance of earnings and book value to investors. 
Therefore, this study hypothesizes that: 
H7 Accounting information and the levels of companies’ compliance with IFRS-based PSAK 
disclosures are value relevant to investors. 
5.4 Research Design 
This section describes the data collection and explains the empirical valuation models used to test 
the value relevance hypotheses. Initially, it provides an overview of the sample criteria and the data 
collection methods, and a description of the empirical valuation models used. After that, the section 
details the methods used to assess value relevance. 
5.4.2 Data and Sample Description 
This study aims to investigate whether accounting information and the levels of companies' 
compliance with IFRS-based PSAK disclosure requirements are value relevant to investors during 
the first time the standards are implemented. Similar to the preceding chapter of the present study 
(chapter 4), this study considers a sample of Indonesian listed companies as of 2012, excluding 
financial firms (banking and insurance sectors). Moreover, samples with no complete information 
both market and financial data, are excluded. The primary data of the present study is secondary 
data obtained from DataStream that includes stock prices, earnings per share, book value per share, 
dividends, total assets, current assets, and current liabilities. In addition, the other sources of data 
are companies' financial statements obtained from IDX website. Except for liquidity and total assets, 
all variables are presented in Indonesian currency (Rupiah).  
According to IDX website, by the end of 2012, there were 459 listed companies (see Table 
1); spread across nine sectors. From them, a sample selection was selected based on the following 
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criteria: Essential financial statement information (stock prices, earnings per share, book value per 
share, dividends, total assets, current assets, and current liabilities). Inclusion into the sample 
mandated that for these criteria be available for the 2012 fiscal year. After employing the criteria to 
the entire population, a sample of price models consists of 354 firm-year observations and sample 
of returns models consists of 337 firm-year observations for the period of 2012. Table 18 below 
classifies the sample observations included in the study according to the sectors for both the price 
and returns models.  
Table 18 Firm-year Observation for Prices and Returns Models Based on Industry 
Industry Type  
Price Model Returns Model 
Number of 
Observations 
% 
Number of 
Observations 
% 
Agriculture  16 4.52 15 4.45 
Mining 35 9.89 33 9.79 
Basic Industry and Chemicals 52 14.69 52 15.43 
Miscellaneous Industry 38 10.73 37 10.98 
Consumer Goods Industry 35 9.89 32 9.50 
Property, Real Estate and Building 
Construction  
39 11.02 37 10.95 
Infrastructure, Utilities and 
Transportation 
41 11.58 37 10.95 
Trade, Service and Investment  98 27.68 94 27.89 
Total  354 100 337 100 
5.4.3 Variable Measurement 
The goal of hypothesis 7 is to explore whether accounting information and the extent of IFRS-based 
PSAK compliance is value relevant. Assuming that greater IFRS-based PSAK compliance is valued 
by investors, then compliance represents additional information that investors can incorporate into 
their valuation models. 
As the preceding explanation, including the level of compliance with IFRS-based PSAK 
disclosures to the models, price, and returns, is to represent other information of the models. In this 
case, the compliance level is calculated according to Cooke and PC methods (see chapter 4) and 
treated as a dummy variable, that is, one (1) if the value of the firm compliance higher than the 
sample median and zero (0) otherwise. Incorporating this variable is important as additional 
information to test the hypothesis and examine the effect of compliance levels on the levels of the 
value relevance of accounting earnings and book value. 
The present study also explores the influence of firm characteristics to price and returns. 
To capture those associations, the models use liquidity, external auditor, and firm size as a proxy for 
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firm characteristics. In order to be consistent with the investigation of firm compliance with 
mandatory IFRS-based PSAK disclosure that is limited to 2012, the examination of the association 
between IFRS-based PSAK compliance and firm value is also limited to 2012. The level of 
compliance with IFRS-based PSAK disclosures used in this study was measured based on two 
indexes, Cooke and PC models (see Chapter 4). The extended price and returns models specify 
earnings per share, book values per share, a level of IFRS-based PSAK compliance, firm size, 
liquidity, external auditor, and other information. Following Alfaraih (2009) that refers to the 
literature of Gordon, Henry, and Palia (2004), the present study also uses the RESIDUAL variable 
obtained from index calculation models. For this case, the index is Cooke and partial compliance 
(PC) indexes as aforementioned in the chapter 4 discussion. The RESIDUAL variable then replaces 
the index score (Cooke and PC). 
According to Alfaraih (2009), the extended models of price and returns that incorporate the 
level of compliance score might only capture the influence of firm characteristics such as firm size 
and industry category that correlate with compliance level. As a result, observing a significant 
coefficient of compliance levels such as Cooke and PC in the extended price and returns models 
could also not be viewed as an independent effect (Gordon, Henry and Palia 2004) or having 
independent explanatory power (Alfaraih 2009) in the valuation model. Further, both kinds of the 
literature of Alfaraih (2009) and Gordon, Henry and Palia (2004) suggest the use of the RESIDUAL 
variable obtained from a two-stage, least square regression method. In such instances, the 
compliance level, Cooke, and PC index is first regressed on the common explanatory variables, that 
is, firm size and industry category to estimate the portion of Cooke and PC that is associated with 
the common explanatory variables (Alfaraih 2009). The specification of the model is as follows: 
ComScoj = β0+ β1 SIZEj + β2MANUj + RESIDUAL   (Eq. 2) 
The RESIDUAL variable then is substituted into the extended price and returns models. In another 
word, the above RESIDUAL variable replaces the Cooke or PC index in the extended price and 
returns models. Similar to the assumption that a significant, positive Cooke or PC coefficient in the 
valuation indicates greater compliance is considered value relevant to investors, replacing Cooke or 
PC variable to RESIDUAL variable also considers the same assumption. 
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5.4.4 Empirical Specification  
One hypothesis addresses the value relevance of accounting earnings and book values to IDX 
investors in 2012. Value relevance research examines the association between stock prices (or stock 
returns) and a set of accounting variable (Beaver 2002). The value relevance theory pertains to the 
role that accounting information plays in equity valuation, i.e. how much of a firm value can be 
explained by or attributed to accounting information (Al-Hogail 2004). Thus, value relevance 
research aims to provide empirical information showing the extent to which accounting information 
contributes incrementally to equity valuation and assesses its usefulness to investors for economic 
decision-making. 
To assess the value relevance of financial statement information, stock prices (or stock 
returns) are usually regressed on the book value of equity and earnings for each year to explain 
variation in stock prices. Yearly cross-sectional analysis of the statistical association (R2) between 
accounting information, book value and earnings, and stock price is then subject to time-series 
analysis to assess significant trend changes in value relevance over time. Finding significant 
statistical association (R2) between these variables indicates that the financial statement information 
is value relevant to market participants. 
Two valuation models used to examine accounting value relevance dominate the literature: 
the price model and the returns model. The price model examines the association between stock 
price and earnings and book value, as in Ohlson (1995). The returns model examines the association 
between stock returns and the levels and changes of accounting earnings, as in Easton and Harris 
(1991). These two models are based on two bottom-line accounting items: accounting book value 
and earnings. 
Researchers are interested in these items because they assume that the items proxy the 
content of financial information, as they present reasonable summaries of two fundamental financial 
statements: the balance sheet main and the income statement. Researchers are interested in 
information on these key items because book value of equity embodies capital input and past 
performance while current earnings proxy for future performance. In addition, consistent with 
Ohlson's "information dynamics" theory, other information can be used beyond book value and 
earnings information. 
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Because the selection of either the price or returns model is contentious in the literature 
(Barth, Beaver and Landsman 2001, Holthausen and Watts 2001), a number of comparative studies 
have resulted. For example, Kothari and Zimmerman (1995) show that the price model's earnings 
response coefficients are less biased, but the returns model has fewer serious econometrics problems. 
Comparative studies suggest that a clear preference between the two models, using both to contact 
value relevance studies will provide more comprehensive insights on the value relevance of 
accounting information (Ota 2003, Kothari and Zimmerman 1995). Consequently, this study uses 
both models to examine the value relevance of accounting information in the Indonesian context. 
5.4.4.1 Price model 
Ohlson (1995) develops a model that links a firm’s market value to earnings and book value. In this 
model, current earnings are considered a proxy for abnormal earnings, while book value is 
considered a proxy for the present value of expected future normal earnings. Ohlson’s 1995 model 
expresses a firm’s market value as a linear function of earnings book values and other value relevant 
information. The model has many appealing properties and provides a useful benchmark for 
conceptualizing how market value relates to accounting data and other information (J. Ohlson 1995). 
Ohlson’s model is based on three analytically straightforward assumptions. First, the 
present value of expected dividends determines the market value. Second, accounting data and 
dividends satisfy the clean surplus relation, and the dividends reduce book value without affecting 
current earnings. The clean surplus is considered satisfied when ending book value equals beginning 
book value plus income minus dividends (R. J. Lundholm 1995). Third, a linear model frames the 
stochastic time-series behavior of abnormal earnings. The variable of abnormal earnings is defined 
as current earnings minus the risk-free rate times the book value at the beginning of the period; that 
is earnings minus a charge for the use of capital. 
These assumptions result in a linear, closed-form valuation model in which value equals 
books value plus a linear function of current abnormal earnings and the scalar variable representing 
other information (J. Ohlson 1995). Bernard (1995) argues that Ohlson’s model is important because 
it provides a theoretical link between financial statement data and firm value. Thus, it provides a 
framework that can be used to study the relationship between market value and accounting data. 
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Researchers have extensively used Ohlson’s theoretical model to empirically examine the 
value relevance of accounting earnings and book value (Gjerde, Knivsfla and Saettem 2008, Bae 
and Jeong 2007, Hellstrom 2006, Lev and Zarowin 1999, Francis and Schipper 1999). 
The model is specified as follows: 
Pit=β0+β1EPSit+β2BVSit+εit    (Eq. 3) 
Consistent with Collins et al. (1999), to investigate the relative explanatory power that earnings and 
book value individually have for stock prices, the following two equations are used: 
Pit=b0+b1EPSit+ εit     (Eq. 4) 
Pit=c0+ c2BVSit+εit     (Eq. 5) 
where 
Pit = stock year per share for firm i at time t, three months after the fiscal year’s end of time t 
EPSit = the earnings per share of firm i at time t 
BVSit = the book value per share of firm i at time t 
t = corresponding to the years 2012 
εit = other value  relevant information. 
The statistical association between stock price and both earnings and book value is the 
primary metric used to measure the value relevance of accounting numbers. If accounting variables 
(earnings and book value) are value relevant to accounting numbers, then an association will exist 
between stock price and earnings and book value, and the coefficients of earnings and book value 
will be statistically significant. The explanatory power (R2) of the regression model measures this 
association. To investigate value relevance over 2012, the yearly association between stock price, 
earnings and book value, as measured by R2, is used to examine changes in the value relevance to 
investors during the period. 
5.4.4.2 Returns model 
The price model in this study provides insight into how accounting earnings and book value can 
explain variations in stock prices. It also creates a foundation for analyzing the dynamics of stock 
prices. However, the price model itself cannot provide any evidence of how changes in the price 
model's independent variables (earnings and book value) determine stock market returns (Xu, 2003). 
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To provide this evidence and further test the value relevance of accounting information, the returns 
model is also used in this study. 
Previous studies that empirically examine the returns–earnings relationship are based on a 
theoretical model that expresses stock price as a multiple of earnings. This model is generally used 
to motivate empirical studies of the relationship between securities returns and the change in 
earnings or between abnormal returns and unexpected earnings (Easton and Harris 1991, Collins 
and Kothari 1989, Beaver, Lambert and Morse 1980). In addition to earnings changes, Easton and 
Harris (1991) argue that including earnings levels in the returns model, scaled by opening stock 
price can also provide a relevant explanatory variable for returns. This suggests that the role of the 
earnings levels might be related to the presence of transitory components in a previous period’s 
earnings. 
Ali and Zarowin (1992) argue that using earnings changes as a proxy for unexpected 
earnings in the presence of transitory components of earnings could understate earnings response 
coefficients and negatively, cross-sectionally correlate estimation error with persistence. Thus, 
including earnings levels in the returns model is important for capturing the transitory components 
of earnings beyond the permanent components of earnings that are captured in the earnings changes. 
Similar to Ali and Zarowin (1992), Ohlson and Shroff (1992) suggest that including scaled earnings 
levels in the returns models can help reduce measurement error in unexpected earnings. 
Consequently, as suggested by prior research and employed in Easton and Harris (1991), 
both earnings level and earnings changes, scaled by opening stock prices, are included in the returns 
model in this study. Easton and Harris (1991) express the value relevance of accounting earnings as 
a function of earnings levels, earnings changes, and other unspecified factors. 
Thus, the basic returns model used in this study is: 
Rit=β0+β1EPSit/Pit-1+β2∆EPSit/Pit-1+εit    (Eq. 6) 
Consistent with Easton and Harris (1991), the following two equations are used to investigate the 
relative explanatory power that earnings levels and earnings changes individually have for stock 
returns: 
Rit=b0+b1EPSit/Pit-1+ εit      (Eq. 7) 
Rit=c0+c1∆EPSit/Pit-1+εit      (Eq. 8) 
where: 
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Rit = 
the return over the 12 months that is computed as the price per share three 
months after the fiscal year’s end plus net dividends per share minus the price 
per share nine months before the fiscal year’s end divided by the price nine 
months before the fiscal year’s end 
Pit-1 = the share price nine months before the fiscal year’s end 
EPSit/Pit-1 = 
the earnings per share of firm i at time t deflated by the share price of firm i at 
time t-1 
∆EPSit/Pit-1 = 
the change in earnings per share from time t-i to time t deflated by the share 
price of firm i at time t-1 
t = 2012, corresponding to the years 2012 
εit = other value relevant information 
Accounting earnings are considered value relevant if there is an association between the 
returns, the earnings levels and changes, and whether the coefficients of the earnings levels and 
changes are statistically significant.  
 
 
Extended Price and Returns Model 
The extended price and returns models that incorporate profitability, industry category and firm size 
as control variables are as follows: 
Price model: Pit=β0+ β1 |EPSit|+ β2BVSit + β3Comscoit + β4NIit + β5MANUit + β6SIZEit +εit 
         (Eq. 9) 
Return model: Rit=α0+α 1|EPSit|/Pit-1+ α2∆| EPSit|/ Pit-1+ α3Comscoit + α 4NIit+ α5MANUit + α6SIZEit 
+εit        (Eq. 10) 
where: 
Pit = 
the stock price per share for firm i at time t, three months after the fiscal 
year’s end of time t 
|EPSit| = the absolute value of earnings per share of firm i at time t  
BVSit = the book value per share of firm i at time t 
Rit = 
the returns over the 12 months, which is computed as the price per share 
three months after the fiscal year’s end plus net dividends per share minus 
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the price per share nine months before the fiscal year’s end divided by the 
price nine months before the fiscal year’s end 
Pit-1 = the share price nine months before the fiscal year’s end 
|EPSit|/ Pit-1 = 
the value earnings per share of firm i at time t deflated by the share price of 
firm i at time t-1 
∆|EPSit|/Pit-1 = 
the change in earnings per share from time t-1 to time t deflated by the 
share price of firm i at time t-1 
Comscoit = 
disclosure index calculated by Cooke and PC methods. It is dummy 
variables that equal 1 if the firm achieves a level of compliance higher than 
the median level of compliance for all sample firms and 0 otherwise; 
NI = 
a dummy variable that equals 1 if the firm achieves negative earnings and 0 
otherwise 
MANU = 
a dummy variable that equals 1 if the firm manufacturing category and 0 
otherwise 
SIZE = the natural log of the total assets of firm i at the end of time t  
t = 2012, corresponding to the years 2012 
εit = other value relevant information 
5.5 Results and Discussion  
5.5.2 Descriptive statistics 
Table 19 shows summary statistics of the dependent and independent variables used in the valuation 
models, the price and returns models. The average of stock price (Pit) during the sample period (panel 
a) is 5759.119 rupiah, and the mean of earning per share (EPSit) and book value per share (BVSit) is 
497.2869 rupiah and 4638.485 rupiah, respectively. Regarding the median of those variables, the 
value of stock price range from Rp 50 to Rp 735000, and the median is 620 rupiah, EPS range from 
-9979.76 to 3529.789 with median 27.475, and BVS range from -3254.56 to 997003.5 with median 
416.89.  
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Table 19 Descriptive Statistics for Firm-Year Observations 2012* 
a. Price Model 
 Pit EPSit BVSit Cooke PC SIZE MANU NI 
N Valid 354 354 354 354 354 354 354 354 
 Missing 0 0 0 0 0 0 0 0 
Mean 5759.119 497.2869 4638.485 0.5 0.5 28.14287 0.347458 4.98E+11 
Median 620 27.475 416.89 0.5 0.5 28.18841 0 4.92E+10 
Std. Deviation 42409.16 3529.789 53383.59 0.500708 0.500708 1.769638 0.476837 2.6E+12 
Minimum 50 -9979.76 -3254.56 0 0 22.64267 0 -7.4E+12 
Maximum 735000 51968.2 997003.5 1 1 34.19481 1 3.18E+13 
b. Returns Model 
 Rit EPSit/Pit-1 ∆EPSit/Pit-1 Cooke PC SIZE MANU NI 
N Valid 337 337 337 337 337 337 337 337 
 Missing 17 17 17 17 17 17 17 17 
Mean 0.212849 0.042492 -0.01344 0.501484 0.504451 28.15382 0.353116 5.18E+11 
Median 0 0.038613 0.006688 1 1 28.19517 0 4.91E+10 
Std. Deviation 0.737166 0.235923 0.565068 0.500741 0.500724 1.800467 0.478649 2.66E+12 
Minimum -0.87 -1.09252 -8.76305 0 0 22.64267 0 -7.4E+12 
Maximum 3.78 3.047419 1.503207 1 1 34.19481 1 3.18E+13 
* All numbers are in Rupiah (Rp). 
Variable definitions: 
N = the number of observations; 
Pit = the stock price per share for firm i at time t; 
EPSit = the earnings per share of firm i at time t; 
BVSit = the book value per share of firm i at time t; 
Rit = the return over the 12 months, computed as the price per share three months after the fiscal 
year’s end plus net dividends per share minus the price per share nine months before the fiscal year’s 
end divided by the price nine months before the fiscal year’s end; 
Pit-1 = the share price nine months before the fiscal year’s end; 
EPSit/Pit-1 = the earnings per share of firm i at time t deflated by the share price of firm i at time t-
1; 
∆EPSit/Pit-1 = the change in earnings per share from time t-1 to the time t deflated by the share price 
of firm i at time t-1; and 
t = 2012, corresponding to the years 2012. 
Panel b of the table shows a summary of all variables employed in the returns model. The 
average of returns (Rit) during the sample period is 0.212849 rupiah, and the mean of earning per 
share deflated by share price of the firm i at time t-1 (EPSit/Pit-1) and the change in earnings per share 
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from time t-1 to the time t deflated by the share price of firm i at time t-1 (∆EPSit/Pit-1) is 0.042492 
rupiah and -0.01344 rupiah, respectively. Regarding the median of those variables, Rit range from 
Rp -0.87 to Rp 3.78, and the median is 0 rupiah, EPSit/Pit-1 range from -1.09252 to 3.047419 with 
median 0.038613, and ∆EPSit/Pit-1 range from -8.76305 to 1.503207 with median 0.006688. 
5.5.3 The Models 
This section discusses the fitted regression model. Similar to prior chapter (see Section 4.4.4), the 
present analysis concerning the fitted regression of each model choose the minimization of the mean 
squares error (MSE) as the best criterion for selecting a model. Before testing the hypothesis, we 
conduct a test to check the data whether they are free from the assumptions of classical linear 
regression. To deal with outliers, we transform the entire variable in order to reduce the influence of 
outliers. 
Moreover, we conduct the Kolmogorov and-Smirnov (K-S) test and Shapiro-Wilk (S-W) 
test to test for normality. The test is conducted by comparing the data to a normal distribution with 
the same mean and standard deviation of the sample. According to the test, if the value above .05, 
the data are normal, otherwise is non-normal. Following Gujarati (2003), multicollinearity was 
checked with a variance inflation factor (VIF>10) as a threshold, and the VIF values were reported 
for each regression. Moreover, heteroskedasticity was checked by a Glejser test. Tables 20 and 21 
provide the results of the tests to check the classical assumption matters. 
5.5.3.1 Price model analysis 
The model of this study uses the extended price models that incorporate companies’ compliance 
level with IFRS-based PSAK disclosure (Cooke, PC and residual) and firm characteristics (net 
income, industry category, and firm size) as conducted by Alfaraih (2009). The models are as follow: 
Pit=β0+ β1 |EPSit|+ β2BVSit + β3Comscoit + β4NIit + β5MANUit + β6SIZEit +εit  (Eq. 11) 
Pit=β0+ β1 |EPSit|+ β2BVSit + β3RESIDUALit + β4NIit + β5MANUit + β6SIZEit +εit (Eq. 12) 
Table 5.3 provides the results of the above models, in which the relationship between stock 
price and the levels of companies' compliance with IFRS-based PSAK disclosure is examined.  
Compliance level variables consist of two categories, Cooke and PC as well as the residual as a 
proxy for both compliance level representing independent variables from nonfinancial information. 
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Column coefficient presents the result of the relationship between independent variables (Cooke, 
PC, residual, NI, SIZE, and MANU) and the dependent variable, stock price. 
Table 20 Price Regression on Earnings, Book Value, and IFRS-based PSAK Compliance 
Level. 
5.5.3.2 Price model analysis 
The model of this study uses the extended price models that incorporate companies’ compliance 
level with IFRS-based PSAK disclosure (Cooke, PC and residual) and firm characteristics (net 
income, industry category and firm size) as conducted by Alfaraih (2009). The models are as follow: 
Pit=β0+ β1 |EPSit|+ β2BVSit + β3Comscoit + β4NIit + β5MANUit + β6SIZEit +εit  (Eq. 11) 
Pit=β0+ β1 |EPSit|+ β2BVSit + β3RESIDUALit + β4NIit + β5MANUit + β6SIZEit +εit (Eq. 12) 
Table 5.3 provides the results of the above models, in which the relationship between stock 
price and the levels of companies’ compliance with IFRS-based PSAK disclosure is examined.  
Compliance level variables consist of two categories, Cooke and PC as well as the residual as proxy 
of both compliance level representing independent variables from nonfinancial information. Column 
coefficient presents the result of the relationship between independent variables (Cooke, PC, 
residual, NI, SIZE, and MANU) and the dependent variable, stock price. 
Table 20 Price Regression on Earnings, Book Value and IFRS-based PSAK Compliance 
Level 
Dependent variable: Stock Price 
Model Cooke (Model 11) PC (Model 11) 
N Coef. t-stat. VIF F-stat. Adj. 
R2 
N Coef. t-stat. VIF F-stat. Adj. 
R2 
Intercept 276 .335 .702  78.610 .629 276 .240 .505  78.125 .627 
|EPS| 276 .064 4.282 5.839 276 .270 4.239 5.835 
BVS 276 .075 4.441 4.032 276 .336 4.469 4.030 
Comsco  276 .077 1.343 1.313 276 .049 .861 1.282 
NI 276 .070 2.162 7.097 276 .159 2.261 7.039 
SIZE 276 -.016 -.479 5.006 276 -.015 -.440 5.034 
MANU 276 .152 .688 1.066 276 .036 .650 1.076 
 Residual as a proxy of Cooke (Model 12) Residual as a proxy of PC (Model 12) 
Intercept 276 .091 2.507  1.836E
4 
.998 276 .091 3.905  4.461E4 .999 
|EPS| 276 .266 51.272 5.809 276 .266 79.862 5.809 
BVS 276 .340 55.392 4.016 276 .340 86.279 4.016 
RESIDUAL 276 .416 200.258 1.000 276 .417 312.541 1.000 
NI 276 .164 28.753 6.979 276 .164 44.786 6.979 
SIZE 276 -.011 -3.978 4.939 276 -.011 -6.197 4.939 
MANU 276 .028 6.378 1.049 276 .028 9.934 1.049 
Variable definitions: 
Pit = the stock price per share for firm i at time t, three months after the fiscal year’s end of time t; 
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Comsco = disclosure index calculated by Cooke and PC methods. It is dummy variables that equal 
1 if the firm achieves a level of compliance higher than the median level of compliance for all sample 
firms and 0 otherwise; 
|EPSit| = the absolute value of earnings per share of firm i at time t; 
BVSit = the book value of earnings per share of firm i at time t; 
RESIDUAL = dummy variable as a proxy for the independent effect of Cooke or PC. It is obtained 
from a two-stage, least-squares regression method, where the level of compliance (Cooke or PC) is 
first regressed on the common explanatory variables (firm size and industry category) to estimate 
the portion of Cooke (or PC) associated with the  common explanatory variables; 
NI = a dummy variable that equals 1 if the firm achieves negative earnings and 0 otherwise; 
MANU = a dummy variable that equals 1 if the firm manufacturing category and 0 otherwise; 
SIZE = the natural log of the total assets of firm i at the end of time t; and 
t = 2012. 
It is evident that the Table shows that all the regression models, except for SIZE were 
positively associated, and all of them were significant (p < 0.01). While Cooke and PC models 
explained about 60% of the association between the dependent variable and the independent 
variables, the residual models as a proxy of Cooke and PC explained about 90%. These findings 
indicate that greater IFRS-based PSAK compliance in financial reports is significantly associated 
with firm value, and suggest that market participants valuing accounting earnings and book value 
would significantly value greater IFRS-based PSAK compliance. 
Moreover, the Table shows that all the control variables related to firm characteristics, net 
income and industry categories had coefficient estimates that were positively related to stock price. 
The findings indicate that the coefficient estimates of both variables were significantly different 
from zero (p < 0.01). In contrast, the results reveal that the coefficient estimates of firm size were 
negative in all models. 
5.5.3.3 Returns model analysis 
This study also employed the extended returns model to investigate the effect of IFRS-based PSAK 
compliance on the value relevance of accounting earnings to market participants. Similar to price 
model, the IFRS-based PSAK compliance level (Cooke, PC and residual) was incorporated into the 
returns model. 
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Following is the extended returns models that incorporated Cooke, PC, residual, NI, 
MANU, and SIZE variables: 
Rit=α0+α 1|EPSit|/Pit-1+ α2∆| EPSit|/ Pit-1+ α3Comscoit + α 4NIit+ α5MANUit + α6SIZEit +εit  
         (Eq. 13) 
Rit=α0+α 1|EPSit|/Pit-1+ α2∆|EPSit|/Pit-1+ α3RESIDUALit + α 4NIit+ α5MANUit + α6SIZEit +εit 
          (Eq. 14) 
Table 21 presents the results of the extended returns models after the level of IFRS compliance 
(Comsco [Cooke and PC], or residual) was incorporated as an explanatory variable. The Table shows 
that the regression models of residual as a proxy of Cooke and PC are highly significant (p < 0.01) 
and that both of them explained about 90% of the association between the dependent variable and 
the independent variables. In contrast, the regression models of Cooke (p=.958) and PC (p=.982) 
were highly insignificant to explain the association. The Table also shows that the coefficient 
estimates of the IFRS-based PSAK compliance level (Cooke, PC, and residual) were positive in all 
models. Consistent with expectations (H7), these findings reveal that greater IFRS-based PSAK 
compliance in financial reports is significantly associated with the value relevance of accounting 
earnings to market participants. 
Table 21 Regression of Annual Returns on Earnings Levels, Earnings Changes and IFRS-
based PSAK Compliance Level 
Dependent variable: Annual Returns 
Model Cooke PC 
N Coef. t-stat. VIF F-stat. Adj. 
R2 
N Coef. t-stat. VIF F-stat. Adj. 
R2 
Intercept 64 .673 .428  .248 -
.077 
64 .806 .515  .263 -.075 
|EPS| 64 .023 .141 1.337 64 .025 .155 1.332 
∆|EPS| 64 -.058 -.441 1.052 64 -.066 -.492 1.071 
Comsco 64 .010 .055 1.326 64 .054 .298 1.308 
NI 64 .097 .666 3.047 64 .97 .679 2.937 
SIZE 64 -.082 -.972 2.731 64 -.088 -1.021 2.855 
MANU 64 -.006 -.037 1.063 64 .000 .000 1.075 
 Residual as a proxy of Cooke Residual as a proxy of PC 
Intercept 64 .642 60.065  1.836E
5 
1.00
0 
64 .642 11.093  6.252E3 .998 
|EPS| 64 .022 18.787 1.326 64 .022 3.470 1.326 
∆|EPS| 64 -.057 -60.087 1.021 64 -.057 -11.097 1.021 
RESIDUAL 64 .632 1.036E3 1.000 64 .632 191.204 1.000 
NI 64 .099 94.681 2.664 64 .099 17.486 2.933 
SIZE 64 -.081 -133.934 2.664 64 -.081 -24.735 2.664 
MANU 64 -.007 -5.866 1.054 64 -.007 -1.083 1.054 
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Variable definitions: 
Rit = the return over the 12 months, which is computed as the price per share three months after 
the fiscal year’s end plus net dividends per share minus the price per share nine months before the 
fiscal year’s end divided by the price nine months before the fiscal year’s end; 
Pit-1 = the share price nine months before the fiscal year’s end; 
|EPSit|/ Pit-1 = the absolute value earnings per share of firm i at time t deflated by the share price of 
firm i at time t-1; 
∆|EPSit|/ Pit-1 = the absolute value earnings per share from time t-1 to time t deflated by the share 
price of firm i at time t; 
Comsco = disclosure index calculated by Cooke and PC methods. It is dummy variables that equal 
1 if the firm achieves a level of compliance higher than the median level of compliance for all 
sample firms and 0 otherwise; 
RESIDUAL = dummy variable as a proxy for the independent effect of Cooke or PC. It is 
obtained from a two-stage, least-squares regression method, where the level of compliance (Cooke 
or PC) is first regressed on the common explanatory variables (firm size and industry category) to 
estimate the portion of Cooke (or PC) associated with the  common explanatory variables; 
NI = net income, a dummy variable that equals 1 if the firm achieves negative earnings and 0 
otherwise; 
MANU = manufacturing sector, a dummy variable that equals 1 if the firm manufacturing 
category and 0 otherwise; 
SIZE = the natural log of the total assets of firm i at the end of time t; and 
t = 2012. 
For control variables, the results show that the estimated coefficients for firm size and 
manufacturing sector variables were not statistically significant. The insignificance observed for the 
firm value, and the manufacturing category variables are not surprising as a similar insignificant 
association is found in the compliance index regression findings for 2012. Net income variable has 
a positive association. It might be due to the small percentage of firms with negative earnings firms 
in the 2012 sample, which may result in the NI variable being a strong discriminator. 
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5.5.4 The Value Relevance of Nonfinancial: IFRS-based PSAK Compliance 
This section discusses the main empirical results obtained from testing research question 3 that 
implies that the greater IFRS-based PSAK compliance in financial reports is significantly associated 
with firm value. 
The figures presented in Tables 20 and 21 explain the relationship between predictors and 
their dependent variables, stock price and annual returns. In price models (Table 20), all four models 
show that SIZE predictor that has a negative association with firm value. These results are 
inconsistent with the results reported by the majority of prior most value-relevance literatures such 
as Alfaraih (2009) and Tsalavoutas (2009) that are showing otherwise results. In contrast, all 
compliance levels (Cooke and PC) or the RESIDUAL as a proxy for both compliance levels show 
a positive association with firm value. In returns models (Table 21), variables SIZE, MANU and 
∆|EPSit|/Pit-1 are negatively correlated with firm value. Meanwhile, similar to price models, 
variables Comsco (Cooke and PC) and the RESIDUAL are positively correlated with firm value. 
Both price and returns models show that nonfinancial information that is represented by 
disclosure compliance score has a positive association with firm value. Under the theoretical 
framework of the Ohlson (1995) Model (OM), these findings are indicating that compliance with 
IFRS disclosures does convey information to investors. In particular, it might assist investors in 
predicting future earnings. Consequently, the score of conformity can be a suitable proxy for other 
information in the OM. This notion is also consistent with signaling theory premises that state that 
companies with higher compliance levels "take advance" of the weak enforcement by making the 
effort and/or incurring the necessary high information costs to comply and consequently differentiate 
themselves  (Tsalavoutas 2009).  
In Indonesian context, a significant positive disclosure index (Cooke and PC method) or 
RESIDUAL coefficient in the valuation models would indicate that greater compliance is considered 
value relevant to investors. The explanation of the findings for Indonesia closely related with capital 
needs theory. After experiencing the severe Asian financial crisis of 1997-1998, Indonesia perceives 
a significant increase in the role of the capital market as an alternative source of long-term financing 
for business entities (Rosul 2002). Listed companies now compete with each other in order to attract 
financing from domestic or overseas investors by disclosing more information regarding risk and 
prospects. According to Hope (2003), the level of mandatory disclosure detail can provide insights 
146 
 
for assessing a company’s sustainability of earnings and can help financial analysts. In this regard, 
disclosing information that is required by IFRS mandated disclosure could provide investors with 
the information they seek. 
5.6 Conclusions  
It is predicted that Indonesian listed companies with greater IFRS-based PSAK compliance are more 
likely to have greater book value and earnings value relevance than firms with lower compliance. 
These hypotheses are based on the assumption that lax enforcement of IFRS-based PSAK standards 
may result in limited compliance, which would undermine the effectiveness of these standards in 
giving market participants high-quality information. Taken together, a result for both the price and 
returns models shows a significant association between the IFRS-based PSAK compliance level and 
the value-relevance of earnings and book value to IDX investors. These results suggest that 
compliance represents additional information that investors incorporate into their valuation models. 
Accordingly, H7 is supported by both price and returns model findings. 
Although previous studies have theorized a positive association between the quality of 
accounting information and the existence and enforcement of the effective law that ensure 
compliance with those standards (Kothari, 2000; Barth et al. 2005), no published research 
empirically examines this association. Based on results from the price and returns models, a 
significant association can be found between firm value and IFRS-based PSAK compliance level. 
These results provide empirical evidence to support the theoretical expectation of the association 
between IFRS-based PSAK compliance and the value relevance of accounting information to market 
participants. The evidence that moving towards stricter IFRS compliance is likely to improve the 
value relevance of financial statement information clearly highlights the effectiveness of greater 
IFRS compliance and the associated benefits for the quality and value relevance of financial 
statements information to market participants. 
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CHAPTER 6: CONCLUDING REMARKS 
This chapter provides the concluding remarks of the thesis. After providing a summary of the 
research objectives, research questions and research methods, a summary of the key research 
findings is discussed. Finally, the summary of research limitations and research opportunities is also 
highlighted in the end of this section. 
6.1 Summary of Findings 
The adoption of the PSAK (Indonesian GAAP) that is converged with IFRS in Indonesia is an 
example of accounting standardization in the developing country with different institutional 
frameworks and enforcement rules. This allows investigating issues relating to the IFRS adoption 
process and the implementation of IFRS-based PSAK by Indonesian non-financial companies listed 
on the Indonesian Stock Exchange (IDX) or (Bursa Efek Indonesia, BEI). By using hypothesis 
deduction approach, this study develops the hypothesis and empirically examines them to explain 
the relationship between the implementation of IFRS-based PSAK and accounting quality in the 
country. 
Assuming that IFRS is a high quality of accounting standards, implementing of the standard 
will improve the quality of accounting information in Indonesia. Based on this proposition, the 
present study proposes a research problem as follows: What are the consequences of implementing 
IFRS-based PSAK on accounting quality in Indonesia? 
Then, three specific research questions to deal with research problem is submitted as follows: 
RQ1. How does the IAI eliminate national differences in accounting standards?  
RQ2. To what extent are non-financial companies listed on the Indonesian Stock Exchange (IDX) 
discloses information in their financial reporting after implementing IFRS-based PSAK?  
RQ3. Are the levels of companies’ compliance with IFRS disclosures value relevant to firm value? 
The primary objective of the study is to evaluate comprehensively the impact of International 
Financial Reporting Standards (hereafter IFRS) implementation on the quality of accounting 
information by non-financial companies listed on the Indonesian Stock Exchange (IDX) or (Bursa 
Efek Indonesia, BEI). In doing so, three studies that are dealt with each research question were 
designed. 
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6.1.1 Findings of the First Study 
The first study is to deal with RQ1. This is a descriptive study aims to investigate the setting stage 
of IFRS adoption in Indonesia. The study focuses on three issues, namely, motivation for 
convergence, how to make national standards comparable to IFRS, and the remaining differences 
between PSAK and IFRS after they are converged. To address the issues, the 2012 PSAK, the 2009 
IFRS and archival documents that are relevant with the issues were examined by using content 
analysis. 
The findings are decision to adopt international accounting standards in Indonesia can be 
categorized into 2 phases, 1994–2000 and 2004–now.  Decision to adopt international accounting 
standards (IAS) on the first phase is driven by several factors such as complexity of current standards 
(U.S. GAAP) (at that time Indonesia adopts U.S. GAAP). At the same time, IAS has been developed 
consistently and less complex. The second phase, decision to adopt IFRS takes place because of 
some international pressures, such as compliance to IFAC SMO, commitment to G20 forum, and 
World Bank assessment. 
In adopting IFRS, Indonesia has implemented a gradual approach, that is, IFRS standards are 
adopted in several phases with minor modifications. The reasons are first, to provide some time to 
Indonesian companies to become familiar with the new standards and second to align the newly-
adopted IFRS standards with Indonesian business environment and regulatory framework. This 
approach has an impact on the degree of formal (de jure) convergence, that is, not adopted, consistent 
in with IFRS in all significant respects, not yet adopted amendments being made in the referred 
IFRS, and adoption with exception. 
6.1.2 Findings of the Second Study 
The second study discusses issues relating to transparency. This exploratory study aims to (a) 
measure the degree of listed-non-financial companies’ compliance with IFRS-based PSAK 
disclosure, and (b) identify the explanatory factors for non-compliance. To address the issue, a self-
constructed disclosure index that is containing the applicable and relevant IAS/IFRS for Indonesian 
financial reporting environment and study period be constructed to measure the extent of companies’ 
compliance with IFRS in 2012. Six hypotheses dealing with the degree of companies’ compliance 
with IFRS disclosures, which are suitable to answer research questions (RQ2) of the present study, 
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were developed (see Table 1.4). Then, by using regression analysis, the study examines factors that 
cause for non-compliance. 
The findings show that the levels of companies’ compliance with IFRS-based PSAK are 
low. It seems that the low compliance score for the Indonesian context is consistent with the evidence 
that law enforcement mechanisms in the country are not fully effective and are accompanied by 
weak corporate governance (Setyadi, et al. 2009). In addition, the finding is consistent with the 
argument of the World Bank (2005), which recognized Indonesia as a civil law country with poor 
law enforcement and no clear bankruptcy law. It also reflects the regulator's lenient approach 
concerning compliance with IFRS-based PSAK during the initial period of the standards' 
implementation. 
Further, regression analysis to investigate the factors that influence compliance levels 
illustrates that companies were more compliant with IFRS-based PSAK disclosure requirements in 
2012 when they had the following characteristics: they were large, employed Big Four auditors, and 
were in the manufacturing industry. For Indonesia, the findings should be correlated with capital 
needs theory, which posits that a primary motivation for companies to increase disclosure is the need 
to raise capital. In order to attract more financing from investors, large companies enhance 
mandatory disclosure. Moreover, because the implementation of IFRS-based PSAK is complex, and 
there is a shortage of qualified professionals who are familiar with the new standards, most 
companies hire Big Four auditors. Such auditors are more likely to have IFRS competency and 
experience. 
6.1.3 Findings of the Third Study  
The third study discusses issues relating to value relevance. This exploratory research aims to 
investigate whether accounting information and companies’ compliance with IFRS-based PSAK 
value relevant to firm value. To address the issue, an empirical evaluation is conducted to test the 
association among accounting information and companies’ compliance with IFRS-based PSAK and 
firm value by employing Ohlson (1995) models that are extended. A hypothesis dealing with those 
relationships, which is suitable to answer research questions (RQ3) of the present study, was 
developed. 
The findings for both the price and returns models show a significant association between 
the IFRS-based PSAK compliance level and the value relevance of earnings and book value to IDX 
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investors. These results suggest that compliance represents additional information that investors 
incorporate into their valuation models. These results also provide empirical evidence to support the 
theoretical expectation of the association between IFRS-based PSAK compliance and the value 
relevance of accounting information to market participants. The evidence that moving towards 
stricter IFRS compliance is likely to improve the value relevance of financial statement information 
clearly highlights the effectiveness of greater IFRS compliance and the associated benefits for the 
quality and value relevance of financial statements information to market participants. 
6.2 Limitations and Future Research 
A single year investigation is the main shortcoming of this study. Understanding the nature of overall 
disclosure is needed in order to undertake a study using more than two years’ data for comparative 
purposes. Further, this research is limited to nonfinancial listed companies; therefore, future research 
could investigate other industries because they are likely to have more stringent financial reporting 
regulations. 
. 
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